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AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

December 1992

The AICPA Academic and Career Development Division is pleased to send
you the fourteen teaching cases developed under the 1992
Professor/Practitioner Case Development Program. This program is a new
activity of the Division’s Curriculum and Instruction Subcommittee.
The Professor/Practitioner Case Development Program was initiated to bring
together practitioners and accounting educators for the preparation of case
materials based on actual incidents and situations, or on data from SEC
files. These real-world-based cases are for classroom use in the teaching
primarily of financial and managerial accounting courses and include
appropriate materials for international accounting. These cases are designed
for use in one-to-three hour class periods.
Cases developed under the AICPA Case Development Program are
copyrighted by the American Institute of Certified Public Accountants and
donated to the public domain for use in higher education. Accordingly, you
may feel free to copy the material as needed, for use in the educational
programs of your school.

The Curriculum and Instruction Subcommittee expects that by
incorporating these cases in your curriculum, you will give your students
a fuller understanding of and a deeper insight to the concepts and practical
considerations relevant to current accounting issues.
The Professor/Practitioner Case Development Program is an ongoing one,
and we have enclosed information and an application form for the 1993
cycle. We invite you to submit your proposals.

We look forward to receiving any comments or suggestions you might have.

Stephen J. Anspacher
Manager
Academic and Career Development

American institute of Certified Public Accountants
Academic and Career Development Division

1993 PROFESSOR/PRACTITIONER
CASE DEVELOPMENT PROGRAM
OBJECTIVE

The program is designed to bring together practitioners and accounting educators for the
preparation of case materials based on actual incidents and situations. Cases based on
data from SEC files are also acceptable. These real-world-based cases should be for
classroom use in the teaching primarily of financial and managerial accounting courses
and may include appropriate materials for international accounting and ethics. Cases
should be designed for use in one-to-three hour class periods.
Authors will waive copyright and royalty rights, so that cases may be published in
reproducible form and distributed to academic institutions and interested firms.
Recipients of these cases will be free to copy the material for use in educational
programs.

PARTICIPATION PROCEDURE
Interested professors should submit a completed application form with a curriculum vita
(resume) to Robert M. Keith, %AICPA Academic and Career Development Division, Case
Development Program, 1211 Avenue of the Americas, New York, NY 10036-8775.
Questions may be directed to Bob Keith at (813) 974-4186. The deadline for submissions
is January 15, 1993.
Applications will be screened by an AICPA task force, drawn from the Curriculum and
Instruction Subcommittee and composed of educators and practitioners; selections will
be made by March 15, 1993. Professors should have obtained the consent of a
practitioner to participate in supplying data and developing the case and detail such
arrangements in their proposals. Practitioner co-authors may be in public accounting,
private industry, or the non-profit or governmental sectors.
The AICPA would especially like to encourage the development of materials for
intermediate-level courses. Thus proposals for cases appropriate for undergraduate use
will receive special attention.

CASE PRESENTATION/PUBLICATION

Authors of eight cases will present their work at the 1993 Innovations in Accounting
Education Mini-Conference, tentatively scheduled for November, 1993 at a location to be
announced. One academic author and one practitioner will attend as guests of the AICPA.
These eight cases, along with a group of alternates, will be published by the AICPA and
made available gratis to educators.

American Institute of Certified Public Accountants
Academic and Career Development Division
1993 PROFESSOR / PRACTITIONER
CASE DEVELOPMENT PROGRAM

EDUCATOR’S APPLICATION
ACADEMIC AUTHOR:

Name: _______________
M.I.

FIRST

LAST

Affiliation: ___________
RANK

INSTITUTION

Address:

___________

STATE

CITY

ZIP

Telephone:________________________________________________________________________________ —
AREA CODE / OFFICE TELEPHONE

AREA CODE / HOME TELEPHONE

AREA CODE / FAX TELEPHONE

PRACTITIONER AUTHOR:
Name: _______________________________________________________________________________________
FIRST

LAST

M.I.

Affiliation: ___________________________________________________________________________________
ORGANIZATION

Address:

TITLE

___________________________________________________________________________________

CITY

ZIP

STATE

Telephone:___________________________________________________________________________________
AREA CODE / OFFICE TELEPHONE

AREA OF CASE:

□ Financial

AREA CODE / HOME TELEPHONE

AREA CODE / FAX TELEPHONE

□ Managerial

□ International

□ Ethics

Type of Problem/Situation your case will address:

_______________________________________________

Course(s) for which this case will be appropriate:

_______________________________________________

Describe your prior experience with cases (writing and teaching):

________________________________

Be sure to attach a current curriculum vita (résumé) to this application

Case No. 92-01: Albion Evening Recorder, Inc.

AICPA Case Development Program

♦ 1

ALBION EVENING RECORDER, INC.
John B. Bedient, Associate Professor
Albion College, Albion, Michigan
Kevin Asher, Manager
Ernst & Young, Detroit, Michigan

INDUSTRY BACKGROUND/HISTORY

Technological change in 1960's. For most of this century newspapers were composed and printed using
the same technology. There certainly were improvements to the technology such as those that improved
the speed with which papers could be printed, but there were no great leaps of technology. If newspaper
technology were to be compared to a kitchen oven there was no microwave oven to drastically change the
production landscape. That changed in the 1960’s.
The introduction of new technology took an interesting twist in the newspaper industry. The first use
of the new “cold” type and offset production process was made by small and medium sized newspapers,
not the larger papers. That was because the new offset presses of the day could not achieve the speeds or
length of run necessary to serve the high circulation metropolitan daily papers.
“Cold” type and offset presses. In the late 1960’s two complimentary technological changes became
available in the marketplace. One, so-called “cold” type composition eliminated the slug and casting
process. Cold-type composition involves creating a completed newspaper page from individual stories that
have been printed on a strip of paper using a “cut and paste” procedure. In the 1990’s laser printers are
used to print the stories. In the 1960’s the stories were printed on a photo-sensitive paper that created
black type on a white paper strip.
From the full page sized “paste ups” a negative was created using a large camera. This negative was
a representation of the page, only in reverse. The negative was used to create a “print” on a flexible piece
of aluminum. The aluminum then had the image of the page in correct view, that is white was white and
black was black. The metal plate was then taken to the newspaper press where the second technology was
employed.
The plate was mounted on the press and covered with a mixture of ink and a water-acid solution.
When rotated, the plate would come into contact with a rubber coated roller and the rubber roller would
contact the newsprint to complete the process. Because the plate does not contact the paper itself, the
printing process is known as the “offset” printing process.
The quality improvements from this new process were dramatic. Headlines and stories were more crisp.
Blacks were blacker and white areas were brighter. Photographs and illustrations became much more vivid,
too.
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While the new technology required completely new equipment it radically altered the cost structure
and labor costs. The large machines of the hot type era were replaced by small, quiet computers. An entire
set of skills, mostly associated with the slug and casting parts of the process was made obsolete overnight.
In addition to being smaller, the offset-era work force was more flexible. Individual jobs could be
performed by a variety of people. In peak production periods it was possible for secretaries and
administrators to perform some simple composing tasks. Reporters also became a part of the production
process because their computers allowed them more creative control of the final story’s appearance.

Cost structure and production—post change. The transformation of the newspaper production process
afforded by cold-type and offset processes was not a complete one. Individual papers were still faced with
a cost structure composed more of fixed than of variable costs. The relatively expensive skilled job
categories from the old hot metal days could be eliminated, but reporters and editors still represented a
type of production staff with a fixed salary structure.
The direct material/labor mix changed, but that change cut both ways. While less skilled, more flexible
workers could be employed the new process required more in the way of materials and supplies than the
old system did. Also, the new materials were largely disposable while the old materials could be re-used.
The new technology was in its infancy and in many ways it only represented a different way of doing
the same tasks. Equipment vendors and newspapers themselves were yet to find ways to radically change
or eliminate production tasks. Newspaper managements were in the habit of still thinking in terms of doing
old things with new tools rather than thinking about how to do new things.
Otherforces of change. Many other events and changes were taking place in the industry, the economy
and society in the sixties and seventies. Rising labor costs and a general lack of capacity in the newsprint
industry were causing yearly price increases of ten percent or more.
The offset process was heavily reliant on photographic techniques. Photo-based techniques use
petro-chemicals and silver to create images. The first oil price shocks in the mid-seventies and early eighties
force material prices up sharply. Silver prices made a sharp leap in the early eighties, too. Taken together
the two price increases doubled the production cost for some parts of the offset process.
Socially the landscape was changing. Cable TV began its expansion in the sixties, increasing the number
of viewers and improving targeting thus making competition for advertising dollars more intense. Shopping
guides and other “free” publications also increased their market penetration. Direct mail and private
delivery systems added to the competition for advertising as well.

Summary effect on small newspapers. Smaller papers found themselves with somewhat lower fixed costs
and much higher variable costs due to the new materials used in the cold-type process. They were facing
intense competition from other media following a time when many small papers had had virtual
monopolies in their market areas. The management challenge was to use the new technology and changed
cost structure to succeed in the 1980’s.

OPERATING A SMALL NEWSPAPER GROUP IN THE 1980’S

The Albion Evening Recorder, Inc. was created in 1969 by Blair C. Bedient to publish the Albion Evening
Recorder and related enterprises. The town of Albion is located in southern Michigan. Albion was a town
of about 12,000 and was home to much manufacturing, particularly foundries. A small liberal arts college,
Albion College, provided an intellectual and cultural stimulus not often found in small towns.
Bedient’s father, Jack C. Bedient had operated the daily newspaper in Albion since the 1930’s. During
the seventies Blair Bedient added the daily newspaper in nearby Marshall, and the weekly newspaper in
Homer to the corporation. The conversion to the cold type and offset printing process was accomplished
in 1970.
The Albion Evening Recorder and The Marshall Chronicle were published daily except Sunday with
circulations of about 4,200 and 3,200, respectively. The Homer Index was published each Wednesday with
a circulation of about 2,000. By the end of the 1982-86 period both dailies had dropped the Saturday
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newspaper due to lack of advertiser interest as well as an attempt to cut costs. Blair Bedient felt that the
cut to five days would “reduce production costs by one-sixth.”
During the entire period both dailies extended their Monday press runs and sent the “Total Monday”
edition to all non-subscribers. That added a total of about 20,000 papers to the combined circulation. An
additional charge was made to advertisers on Monday because the ads would reach an additional 20,000
readers. This added revenue is included in Local Advertising Revenue in Exhibit I. In 1985 both papers
switched to morning delivery in the U.S. mail. Albion dropped the work “evening” from its name.
Blair Bedient held the title of publisher. Department heads in the editorial, advertising, production and
business office areas made up the management team.
MANAGEMENT CHALLENGES IN THE 1980’S
The newspaper operations were profitable in the seventies, but cost increases, loss of small retail stores
due to economic conditions and increased competition from shopping guides caused losses throughout
the eighties.
In 1984 the daily papers were shifted from afternoon delivery by carrier to morning publication and
mail delivery. Papers taken to the local post office by about 2.00 a.m. would be delivered with that day’s
mail, resulting in “same day” delivery.
This move eliminated the costly task of using private drivers to deliver to rural customers. It also
eliminated the use of young carriers who often did not do a good job of delivering the papers. By 1986
all motor routes were eliminated.

PRICE SETTING PROCEDURES
The prices for single copy and home delivery were set without regard to the cost of an individual paper.
Single copy prices were affected by the prices of competing papers from nearby larger cities that were sold
in Albion and Marshall. Single copy prices were also affected by customer attitude. During the 1982-86
period single copy prices went from $0.20 to $.25.
Subscriptions were generally sold on a weekly basis during the time carriers were used; and on a
monthly basis when the mail system was instituted. A typical weekly rate would be $1.10 for six day
delivery. A month’s mail delivery (for five days) was $5.00. The five dollar rate assumes a single copy price
of $0.25.
Advertising rates were also set without regard to production cost. Advertising was charged for based
on an amount per column inch. Larger ads cost more, but the rate per inch is constant. Ad rates were
raised by roughly the inflation rate where competition allowed. Stated rates were listed on a standard rate
card that included formal discounts for long term agreements (one ad a day for a month, etc). Other price
discounts were routinely granted to meet competition. Classified advertising rates were set and raised
largely by an estimate of what was acceptable to customers. Separate advertising inserts or “flyers” were
priced on a per piece basis consistent with competing rates from the shopping guides. Regular display
advertising averaged $2.50 per column inch. Classified advertising averaged about $3.00.
National advertising rates were generally set relatively high. It was believed that if national advertisers
(tobacco, food, cars) wanted to advertise in the local market, the need to get to the market, not price was
the dominating factor in the ad placement decision. The column inch rate was near $4.00.
Contract printing involves printing the newsprint-based publications of others. There is intense
competition in this area because most printers presses are idle most of the time. Prices are usually based
on the number of pages and the length of press run.
The result of these market based pricing systems was to place pressure on management to control costs
in order to achieve profitability.
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THE ACCOUNTING SYSTEM

The Albion Evening Recorder used a chart of accounts that was prepared by the Inland Daily Press
Association (IDPA). The IDPA was a trade group composed of several hundred daily newspapers. Its main
constituency was medium and small newspapers which could benefit from the sharing of information and
expertise.
The IDPA’s chart of accounts was organized on a departmental basis with each department having a
similar account structure. That is, each would have an expense category for salaries, telephone costs, and
supplies; things that nearly every department would have in common. Additional accounts would be added
for special cost areas. For example, the editorial department had a category for the cost of wire services
and the composing department had one for film and chemicals.
This structure facilitated a functional view of the newspaper and responsibility accounting, but it made
cost accounting difficult because the production costs of the newspaper would be split between several
departments.
Expenses for payroll and other non-income taxes, insurance and depreciation were not split to
departments, but were listed separately under the responsibility area of Administration.
THE WORK FLOW IN A NEWSPAPER

1. The flow of work or production is a mostly linear process beginning simultaneously in the Editorial and
Advertising Departments. Reporters and photographers create stories and photographs that will be fit
together on a page. Advertisements are sold to local retailers, and are then “composed” to fit in the
amount of space purchased.
The number of pages in any day’s paper is determined by the amount of advertising in terms of column
inches. One page contains 129 column inches (6 columns by 21.5 inches deep). Normally accepted target
advertising/news ratios range from 40 to 60 percent. A newspaper with 60 percent advertising would be
called “tight” from a news perspective.
If 800 column inches (CI) of advertising had been sold, that would imply the need for 1600 CI with
a 50 percent ratio (800/.5). Sixteen hundred column inches would imply a 12.4 page paper (1600/129).
Obviously four-tenths of a page cannot be produced. The page count needs to be rounded up or down.
Most importantly the page count has to be rounded in increments of two pages. A thirteen page paper can’t
be produced because every page has a back to it. Only page counts divisible by two are valid. So, in this
case the page count needs to be rounded down to 12 or up to 14.
An important result of this process is that once the page count is set many production costs become
fixed. They are discretionary fixed costs to be sure, but the number of page negatives, newsprint and
amount of labor to compose the paper are set by the page count decision.
2. Stories, photos and ads are arranged on full page layouts. This “composing” process lasts all day
as news develops and is written up. Ads go on the pages first and the stories are fit around them.
3. The full page layouts are photographed in the Camera Department. The resulting negatives are
placed on the aluminum plates and the image of the page is transferred to the aluminum.
4. The plates are mounted on the press and the press run commences. Press start up produces
unusable newspapers that have too much or too little ink. Incorrect folding also produces waste. Costs of
waste are not accounted for separately but are included in normal cost categories. Waste is noted by
estimating the weight of spoiled papers.
5. Finished papers are bundled and then distributed to carriers, or news racks. Papers to be mailed are
labelled and taken to the post office.

A NEWSPAPER “COST OF GOODS MANUFACTURED”
One of the problems with cost accounting for the newspaper was the definition of direct costs. Obviously
newsprint and ink could be classified as direct costs — they are a part of the finished product. Substantial
amounts of material, too important to be called merely supplies, were consumed prior to the press
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operation. Photographic paper for stories, page film, press plates and all the required chemicals were
necessary for production but did not become a part of the finished product.
A similar situation exists for direct labor. The press crew is really the only part of the labor force that
creates newspapers but the composing and camera staff actually cost more in absolute dollars for their
“pre-production” work.
Moreover, the editorial staff could perhaps be considered a part of the direct labor cost because they
created the stories that comprised the newspaper. With the new cold type process the editorial staff did
much of their own layout thereby blurring the distinction between the creation of news in terms of writing
stories and the creation of the final “product” in terms of the newspaper page.
A somewhat weaker, but similar argument could be made for the costs of the advertising staff. In a
traditional manufacturing situation the costs of the selling function are clearly separate from the costs of
the production function. In the case of the newspaper the advertising staff not only sold ads to customers,
they helped create the product (the ad itself). So, one view of total manufacturing costs would include only
the Composing, Camera and Press departments. A more comprehensive view would add the Editorial and
Advertising departments to the list.
FINANCIAL INFORMATION
Five years of income statements are presented in Exhibit I. The statements are consolidated, representing
the combined operations of the two daily newspapers, the weekly newspaper and a weekly publication
known as the Total Market Coverage paper (TMC).
Miscellaneous non-newspaper functions are presented separately. The Albion Evening Recorder, Inc.
printed newspapers for several contract clients including local school newspapers and some nearby weekly
newspapers. This revenue is called “web” or “offset” revenue.
An ancillary printing shop that printed envelopes, letterheads, price lists and simple booklets was
referred to as the “sheet fed” operation because the presses printed on sheet at a time.
In 1982 the Recorder began to edit and print a monthly publication called the “Farm News.” This
publication was printed on behalf of a group of county Farm Bureau groups. The newspaper acted as a
monthly newsletter for the groups. The Recorder was to keep any advertising revenue and pay all expenses
of the publication.
Also in 1982 the daily newspapers began to offer a package drop off service. Customers could drop off
parcels which would then be picked up by the United Parcel Service. The newspapers collected a small fee
for each package accepted under the system. During the pre-Christmas period more than one hundred
packages a day would be dropped off.
The cost of newsprint is included in the Press Department total. Pressmen’s salaries, supplies and ink
were fairly constant at about $40,000 over the five years. The remaining cost could be attributed to
newsprint.

VOLUME AND COST DRIVERS

Advertising. Advertising is created in a variety of kinds and shapes. One common descriptor would be
column inches. An ad two columns wide and ten inches deep would contain twenty column inches.
Similarly, a four column by five inch-deep ad would contain twenty column inches. Color can be added
at extra cost but the extra cost does not vary much with the size of the ad. Advertising representatives are
paid a combination of salary and commission where commission is generally based on the size of the ad.
Editorial. News stories can be measured in column inches to obtain a general idea of the raw volume
of news. Local stories must be reported and written by the editorial staff. They take a relatively long time
to report and write when compared to wire service stories. Wire service stories and transmitted by satellite
directly to the newspaper’s computer. They required no keyboarding and little editing. The number or
proportion of each kind of story might provide a better idea of the amount of effort is being expended in
the Editorial Department. However, all reporters are salaried.
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Composing/Camera. The Composing Department labor force consists primarily of hourly paid
employees, but while there is some noticeable fluctuation in hours worked per week, there is very little
fluctuation in hours worked per year. A reasonable volume measure would be the number of pages per
period although not all pages require equal effort or use of miscellaneous supplies. There is always one
page negative per page, except when color is involved. Then each color other than black requires an
additional page negative.
Press operations. Press room personnel are paid a salary. During peak times composing room
workers can assist in pre-press tasks. Along with running copies of any newspaper press room work
includes setting up and cleaning up the press for each press run. Newsprint, ink and miscellaneous
supplies a driven by the number of “impressions.” A 10 page newspaper with a circulation run of 4,000
requires that plates touch newsprint 40,000 times. One plate is used for every two pages. Plates wear out
during a run, but the maximum press run for a plate is rarely reached.

CASE QUESTIONS AND PROBLEMS

1. Overall analysis.

(a) Can you describe the probable cause(s) of the losses in the 1982-86 period? Do so from a
managerial accounting perspective not a financial accounting perspective.
(b) Two changes were made to the newspaper during the period. Saturday publication was dropped
and the distribution system was changed. Why do you think these changes failed to make the
company profitable? Again, be sure to focus on managerial or cost accounting concepts for your
answer.

2. Cost behavior.
(a) Describe the cost behavior(s) of the significant cost areas of the newspaper. Where you can do so
use quantitative techniques to compute linear equations for cost categories.
(b) Carefully reflect on the affect that daily decisions about page count, advertising percentages and
the use of color have on management’s view of cost behavior. Are there any costs that look variable
from one perspective and fixed from another perspective?

(c) In what way could mis-classification of costs as variable or fixed affect management’s decision
making?
3. The accounting system.

(a) What are the faults of the current accounting system?
(b) Can you suggest any improvements? Be specific about exactly which areas are deficient, what your
corrections would be, and what the increase in information quality would bring in terms of better
decision making or improved profitability.

(c) Currently no product costing is being done. What is your view of newspaper production? Would
a job order, or a process costing approach be more appropriate?

4. Management decisions 1982-86.
(a) Was the decision to take on the Farm News in 1983 a good one? Support your agreement or
disagreement with a managerial accounting argument.
(b) The decision to add the package service was based on management’s assumption that the business
office staff had sufficient time to deal with the tasks associated with the service. The service
averaged $9,000 a year in net revenue — about three-quarters of a year’s salary for one office
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person. Are there marketing factors that support that decision? Are there managerial accounting
factors that argue against it?
(c) The decision to move to a morning publication (in 1985) delivered by mail was based on the need
to escape from the inefficient carrier and motor delivery system whose costs were largely fixed. The
cost of mailing papers was more variable because the post office charged a composite fee that was
the sum of a per-paper charge and a per pound charge.
Based on the income statements in 1985 and 1986 the decision did not improve profitability.
Can you speculate as to why that was?
(d) In 1982-83 management embarked on a marketing plan designed to increase the volume of web
offset printing of other newspapers. Can you use a cost behavior argument to support that
decision? Ultimately management returned to a strategy of being more selective about which
outside printing jobs would be undertaken? Can you speculate about why the reverse in strategy
took place?

(e) During the 1982-86 period a number of short-term marketing programs were used to try to
increase revenue. In the local advertising area discounts were given when an advertiser ran an ad
for the second time in a given week. Classified ads run for six days automatically ran in the TMC
which gave them added exposure. What would be the cost effects of such decisions?

5. Planning for the future.
(a) As the management team attempted to find new approaches to achieve profitability it considered
reducing the daily newspapers to twice-a-week publication. Do you think that would have worked?
Why, or why not?
(b) The wire news service was costing about $20,000 per year. Eliminating that cost would have halved
the losses in 1984-86. Would you have made that decision? Why, or why not?

(c) Refer to your answer to Question 1. Can you get to the heart of the cause of the losses and
recommend new actions for the future? Feel free to construct an answer that draws from
accounting, finance, marketing and managerial accounting; but try to use managerial accounting
as a “lens” to focus the arguments for your recommendations.
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EXHIBIT I
Albion Evening Recorder, Inc.
Income Statements 1982-86

1986
(000s)

1985
(000s)

1984
(000s)

1983
(000s)

1982
(000s)

$415

$392

$375

$370

$381

17

17

27

26

16

70
91

61
80

83
63

67
81

81
73

193

188

141

143

147

0
35

15
30

40
30

50
28

53
33

100
128
65
20
150
180
60
74
30
65
28
27

99
125
63
17
135
166
60
75
28
58
30
27

96
115
56
15
146
150
59
76
28
60
34
24

87
125
65
20
155
195
58
83
31
59
38
20

83
140
63
18
148
172
54
81
30
58
38
20

79
(55)
12

88
(58)
9

88
(56)
16

108
(65)
11

107
(70)

13

10

8

5

Non operating:
Interest expense

(22)

(25)

(28)

(25)

(26)

Net income (loss)

($79)

($76)

($72)

($137)

($110)

Revenue:
Local advertising
National
advertising
Classified
advertising
Insert revenue

Carrier/
mail revenue
Motor route
revenue
Bulk sales revenue

Expenses:
Advertising
Editorial
Composing
Camera
Press
Distribution
Business office
Administration
Building
Taxes
Depreciation
Insurance
Other:
Offset press
revenue
Sheet fed expense
Farm News - net
Package
service - net
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EXHIBIT II
Albion Evening Recorder, Inc.
Production Data

Approximate daily
circulation
Number of
publication days
Average daily
page count
Approx. average
advertising
percentage

Number of contract
press runs
Average pages per
contract press run

Approximate number
of local stories
per day
Percentage of news
that was wire
service-based

1986

1985

1984

1983

1982

6,200

6,500

6,900

7,200

7,400

254

254

254

306

306

9
30%

10
33%

11
37%

12
40%

13
40%

170

210

180

130

120

8

10

10

7

6

18

21

20

14

15

23%

25%

27%

25%

30%

85%
70%
84%
31%
12%

83%
66%
81%
35%
14%

82%
71%
79%
33%
14%

81%
67%
84%
27%
16%

81%
70%
82%
25%
17%

Percentage of labor
in department
expense totals:
Advertising
Editorial
Composing & Camera
Distribution
Press

Notes:

The average page count is an arithmetic average and does not need to exist. That is, it does not
have to obey production rules.
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EXHIBIT III

Albion Evening Recorder, Inc.
Production Cost Data, Sample Month, 1982

Cicul. Pages

Advert
inches

Newsprint
used

Local
stories

4210
4208
4196

10
10
8

520
530
200

$438
437
364

12
13
9

4199
4208
4209
4207
4198
4195

14
12
12
10
8
10

850
650
620
498
250
198

581
510
510
437
364
436

15
16
18
12
10
8

4204
4206
4211
4215
4217
4213

16
14
12
12
10
8

1000
822
630
599
300
225

654
582
510
511
438
365

16
17
18
15
77
5

4208
4209
4211
4213
4215
4212

18
12
10
8
10
8

975
640
480
425
350
150

727
510
438
365
438
365

12
16
18
15
11
16

4216
4209
4205
4207
4203

18
14
12
12
10

900
675
600
631
550

729
583
510
510
437

9
15
16
12
13

109,404

298

14,268

$12,751

414

4208

11.46

548.77

490.41

15.92

Month: April, 1982
Day

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

Thursday
Friday
Saturday
Sunday
Monday
Tuesday
Wednesday
Thursday
Friday
Saturday
Sunday
Monday
Tuesday
Wednesday
Thursday
Friday
Saturday
Sunday
Monday
Tuesday
Wednesday
Thursday
Friday
Saturday
Sunday
Monday
Tuesday
Wednesday
Thursday
Friday
Total

Average

Other costs:

Cost per developed negative and plate was $510.
Composing material costs per page were $11.20
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Albion Evening Recorder, Inc.
TEACHING NOTES
John B. Bedient, Associate Professor
Albion College, Albion, Michigan
Kevin Asher, Manager
Ernst & Young, Detroit, Michigan

COURSES IN WHICH THE CASE MIGHT BE USED

The case requires a fairly substantial ability to visualize departmental functions as well as an ability to
quickly discern cost composition and cost behavior. Because of that it should probably be used in an
introductory class only after job order costing, process costing, cost behavior and cost-volume-profit analysis
have been covered.
At the introductory level the case might be used as a problem finding case rather than as a problem
solving case. It could be a good exercise in learning how to focus on asking questions that illuminate the
central problem instead of immediately attempting to find solutions to the first problems the student
uncovers.
In a more advanced course, perhaps one taught as a part of an MBA core, more complete and
comprehensive solutions should be expected. Once the general problem is identified, the students could
break the case down into several sub-areas. Then, intuition and quantitative techniques could be used to
create a general analysis using a building block approach. Recommendations in specific areas could be put
together to form an overall solution.
The case could be taught from the perspective that a good long contemplation of the problem(s)
should be undertaken before crunching numbers. Much of the so-called solution can be obtained by a
careful reflection on the situation.
GENERAL OVERVIEW
The case involves a small newspaper company that is losing money in the 1980’s in the face of rising costs
and falling revenue. In general, an understanding of cost behavior would be helpful in deciding which
areas are ripe for cost control. From the revenue side it may be possible to make product and revenue
decisions that use marginal costing concepts.
The underlying theme in all parts of the case is that so many of the costs are either fixed or
discretionary fixed that traditional cost cutting may always fail to solve cost-revenue imbalances. Even costs
that may appear to be variable are really fixed when viewed properly.
One example would be newsprint costs. A cursory review of the cost might lead the student to
conclude that the cost was variable. More newspapers printed implies more newsprint cost. In reality the
cost is a discretionary fixed cost. Once the page count for an edition is chosen the amount of newsprint
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used is fixed because circulation doesn’t vary much from day-to-day or even by month. Moreover, the page
count can’t be cut to anything close to zero. If any paper is to be produced it must be of at least eight
pages or so. If it were any smaller it would be of no value to readers because it would contain no space
for news or ads.
In the labor area a similar problem exists. Roughly $45,000 must be spent on editorial staff no matter
how low ad volume falls or how small editions become. As ad revenue falls there is no ability to change
this important production cost.
Another issue is the issue of the definition of product cost. If a student takes a traditional approach
only press operations would be called production operations. A more general approach would include the
editorial and advertising departments’ costs. This is because although those costs cannot be “seen” in the
product, the product is impossible to produce without incurring them. The result is that prime costs are
really a very small part of total cost.
Revenue decisions are also examined in light of marginal costing. Several decisions were made to sell
products at just above variable cost. One of those, the decision to compete in the contract printing market,
resulted in so much inefficiency that there were additional variable costs incurred. The result was a drop
in profitability. This may not be apparent at first. The addition of more contract press runs probably only
added ten percentage points to the capacity usage. The press was probably only at about 20 percent of total
capacity. Still, the increase was enough to tax all departments beyond their operating limits. Overtime and
inefficiency took their toll.
Last, the decision to move from evening carrier delivery to morning mail delivery did not succeed
because the fixed costs of carrier and motor route delivery were traded for the fixed costs of postal
delivery. The postal delivery costs did not appear fixed at first. But, when viewed as being fixed on a per
edition basis there was no way to increase daily volume enough to lower per unit costs. Also, the delivery
cost was now in the hands of the government not management. Previously management could use more
efficient cars, etc., in order to cut costs. Now all they could do was pay what the post office demanded.
Hopefully, the students will be frustrated at their inability to find a reasonable way out of the dilemma.
Then, they may be willing to consider the unthinkable — quitting. The best solution to the problems is
probably to radically alter the scale of the operation (cut to two days a week, or weekly), close the
business, or sell the assets. Students are usually reluctant to suggest such alternatives. They believe that
all problems are solvable given enough talent and time. It is important to consider the reality that their
assumption is sometimes not true.

POSSIBLE ANSWERS TO CASE QUESTIONS

1. (a)

The losses seem to be due to the lack of cost-based pricing. None of the products (newspapers or
ads) are priced according to their production cost. There are also heavy fixed costs and falling
revenue.

(b) The drop of the Saturday publication simply did not have enough effect. Ad revenue on Saturday
was negligible (note that the page count is driven by ad volume and page count is always down
on Saturday) so one might assume that the drop in revenue was less than the drop in costs. The
problem was that few, if any, of the fixed costs were cut. No reporters, no ad sales people, nor any
business office people were laid off in the move. Only material costs were cut. They were all
variable and small. Labor costs were large and fixed; and were not cut in the move.
The change to morning and mail failed for the same reason. The change from carrier and
motor route costs to mail costs merely replaced roughly equivalent dollars of expense. The move
was intended to make structural changes and save money. No real structural changes that affected
fixed costs were really ever involved.

2.

(a) Exhibit III may allow for some High-Low, or regression analysis. The conclusion should be that the
costs are largely fixed. So much so, that the variable portion is insignificant.
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(b) The point here is that once page count is set the amount of newsprint and other production
material is fixed. Even composing labor which is primarily hourly labor is fixed when viewed on
a yearly basis. Even though page counts vary by day the yearly total is roughly fixed.

(c) The biggest mistake is acting or managing as if something is variable when it is fixed. Cost cutting
actions never get enough reduction because the fixed cost “floor” is so close to the current cost
level. If products are not costed then there is no way to see that this is happening before it
becomes clear that net income is not rising as a result of the decisions.

3.

(a) The main fault of the system is that costs are not grouped two ways. The use of responsibility
accounting is fine. But costs must also be aggregated according to type (material, labor), behavior
(fixed, variable) or function (direct, indirect). Also the system does not properly classify product
versus period costs.
(b) Basically fixing the problems in (a) would help. Special emphasis could be placed on cost behavior
and the facilitation of product costing.

(c) There are probably arguments for a blend of systems, but one approach would be to treat each
day’s edition as a separate job.
4.

(a) The decision should look good from a view of the income statement; and it was. However,
students should consider that it taxed the capacity and drained attention from the newspapers
themselves. The Farm News may have been a tactical victory but it never contributed to the
winning of the war.
(b) The package service decision had a beneficial effect on retail traffic. Classified sales were helped
by the fact that a version of one-stop shopping was practiced by customers. In a best case scenario
a customer could send a package, place an ad and order some invitations all in one stop.
The managerial accounting arguments against the move center around the fact that even
though the business office costs were fixed there was a hidden increase in cost due to the addition
of the service. That increase centered mainly around pushing the staff to capacity, resultant errors,
and staff burnout during peak times.

(c) The decision really only traded one cost for another. The two costs ended up being roughly the
same in terms of amount and behavior. What management THOUGHT it was doing was making
radical structural changes to the operation. In reality, the really fixed and costly areas of editorial,
press and composing remained unchanged as to amount and behavior. The move did not result
in more costs being variable; which was what was needed at the time.
(d) The increase in contract printing was undertaken because the press was only being used about 2
hours per day. It was thought that because the press crew was salaried that they could handle
some more printing jobs with little or no added expense. So, contract printing jobs were priced
just above material costs. The argument is essentially a marginal cost/price argument.
The reversal took place because the contract printing jobs added cost because less time was
available for maintenance, training and other tangent functions. As a result quality fell and waste
increased. The interesting thing is that when the problems were encountered press capacity was
only at about 17% of total. One wouldn’t expect to encounter diseconomies at that level.

(e) These programs were successful because they added marginal revenue and didn’t increase costs.
The programs were too small to have any lasting value, though.
5.

(a) If it had worked it probably would have been because of the reduction in fixed labor costs. If all
the ads from 5 days could have been run on just two days (that is a reasonable assumption)
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revenue could have been maintained and reporters and compositors could have been laid off. This
is due in part to the fact that there is more time between editions, and peak work times are fewer.
(b) This is more of a marketing question, although the wire service was a fairly substantial fixed cost
that could have been cut. Students may suggest that local readers want local news so wire news
was not needed. However, this one cut would probably not be enough to return to profitability.
It would have to be combined with other structural changes.

(c) Doing some product costing for each edition or ad would help in pricing decisions. There was no
control system (variance analysis) so that the effect of decisions was only perceived in net income.
By then it was too late to make mid-course corrections.
Probably the best answer involves major structural changes that serve to reduce fixed cost.
Some examples would be to cut to two days per week, sell the press and have the paper printed
elsewhere, move to smaller or cheaper quarters, have more part-time workers and fewer salaried
workers, etc.
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VITA-CHEM, INC.
David M. Dennis, Professor
University of South Florida, Tampa, Florida

Peter Rodriguez, Jr., Partner
Ernst & Young, Tampa, Florida

John Allen, the new CFO of Vita-Chem, Inc. (VC) looked at the calendar in his office. February 27, 1993.
It was hard to believe that only one week had passed since he had been hired. He had come on board to
fill the post of Bill Johnson, the former CFO, who had recently opted to take early retirement. John was
thankful that the accounting methods used by his new employer were not significantly different from those
of the large textile company where he had been Controller for the past 16 years. Nonetheless, there were
a few significant areas which required special attention because of some upcoming deadlines.
Various creditors of Vita-Chem, including its banks, were to be supplied with audited financial
statements no later than March, 31, 1993 and there was also the annual 10-K to be filed in April. John had
the preliminary draft of the summary financial information for 1992 and comparative years on his desk.
(Exhibit A below contains the balance sheet and income statement information, Exhibit B includes selected
draft footnote disclosures, and Exhibit C portrays net sales by quarters for the past four years.) Two aspects
of the draft data were of special interest:
1) Revenues booked in the fourth quarter of 1992 and
2) Application of the LIFO inventory methodology in 1992.
In considering these matters, John reviewed information he had gathered regarding the company, its
present competitive situation, significant developments in late 1992 and early 1993, and the accounting
changes the company introduced in 1992.

THE COMPANY
VC was founded in 1886 and was incorporated under the laws of Delaware when it became publicly
owned. The company is engaged in the business of manufacturing and selling chemicals and chemicalrelated products and services throughout the world.
VC operates in three domestic industries: agricultural, chemicals and plastics. Within the agricultural
and chemicals division, the following segments exist:

Agricultural division:
□ Agricultural pesticides
Hybrid Seed
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□ Intermediates
□ Food ingredients

Chemical division:

Basic chemicals (such as sulfuric acid and soda ash)
Specialty chemicals (such as flame retardants and hydraulic fluids)
In addition to the domestic industries, VC also has an international division which sells products primarily
from the agricultural and chemical segments.
THE COMPETITIVE SITUATION

The company’s pesticides are protected by patents and promoted by trademarked names. The products are
sold to distributors who sell to dealers who, in turn, sell to the ultimate consumer (primarily farmers).
Despite the patent and trademark benefits, the company faces strong competition from other products
which control similar pests. A number of other companies have strong brand recognition and effective
distribution networks for their products. In addition to competition from other companies, demand for
these products (and hybrid seeds) is affected by a variety of factors impacting farmers, such as weather
conditions and the financial health of the farming community.
The company’s other agricultural lines, intermediates and food ingredients, are sold to manufacturers
of insecticides and food processors, respectively. Very strong competition exists in the markets for these
products.
All products in the chemical segment are sold in highly competitive markets, primarily to industrial
customers who make their buying decisions based on cost, quality, functional performance and reliability
of the supplier.
SIGNIFICANT DEVELOPMENTS

Despite competitive pressures, VC has experienced a very satisfying overall growth trend in recent years.
Through the end of 1991, reported net sales had risen for 11 consecutive years. However, the increase was
only 2% in 1991 compared to 10% in 1990, despite price increases which averaged 13% in 1991.
A number of negative trends had begun to impact the company starting in early 1992. Among them
were reduced foreign sales, the deepening U. S. recession, an increase in the federal government’s
Payment-in-Kind program for reducing planted farm acreage, and concerns that some of the company’s
agricultural products were not as “environmentally friendly” as those of its competitors. On this latter
point, the Wall Street Journal had quoted an investment analyst specializing in the chemical industry as
saying that the company’s stock price might be put under pressure because of these concerns.
Some of the company’s more popular agricultural chemical lines had been particularly hard hit by a
combination of bad weather during the past three growing seasons, depressed farm prices, and lower farm
output due to government farm policies. Despite these problems, the company’s stock price had reached
28 3/8 during the fourth quarter of 1992, the highest price in the last five years.
ACCOUNTING POLICIES

Revenues. For several years, VC sold much of its agricultural chemical product under a plan called the
Early Order Sales Incentive Program (EOP). In past years, the EOP was operated in the following manner.
Distributors would order and receive products during the fourth quarter of a given year for ultimate sale
to farmers during the current growing season which extended into the next calendar year. However,
distributors were not invoiced for the merchandise until the first quarter of the following year or when the
distributor sold the product to a dealer, whichever date was earliest. VC recognized revenue when the
product was invoiced, not when it was shipped.
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In addition, if the distributor had paid for the merchandise but part (or all) of it was still in the
distributor’s inventory at the end of the first quarter of the following year, VC would make a cash refund
of the purchase price on a percentage of the unsold stock. VC would then rebill the distributor for this
stock with a current invoice date and no payment would be due until March of the following year. (For
example, a 1989 fourth quarter shipment would be reinvoiced with a 1990 date with no payment due until
March of 1991. The sale would be recorded by VC in 1990). Finally, VC agreed to reimburse distributors
for a portion of their warehousing costs on unsold products.
In the Fall of 1992, a number of changes were made in the EOP so as to increase the incentives for
more distributors to take part in the program and to order products during the fourth quarter. There were
also incentives designed to encourage dealers to purchase inventory from these distributors at an earlier
point in the growing season. These incentives consisted, in part, of favorable pricing for earlier purchases.
Included with these changes was a provision that product shipped under the EOP would be invoiced on
an accelerated basis in the fourth quarter of 1992 rather than the first quarter of 1993. In a discussion with
Carlton Ives, VC’s CEO, John had learned that VC made these changes because of fears regarding the
popularity of some of the company’s best selling farm products. According to Ives, “the theory was that
if the distributor had title on the product at an earlier date, he would have more incentive to move it.”
These changes in the incentive program, designed to place more products into distribution channels
earlier, shifted approximately $72,000,000 of pesticide sales from the first quarter of 1993 to the fourth
quarter of 1992. (The first quarter of each year has normally been the company’s seasonal high for sales.
See Exhibit C.) These additional fourth quarter sales increased 1992 net earnings by $26,718,000 (including
$7,400,000 in LIFO layer reductions for reasons described in the next section).
Inventories. VC values the inventories of its domestic subsidiaries on the Last-in, First-out (LIFO) method.
Inventories of foreign subsidiaries are determined on an average cost basis. In prior years, the LIFO based
inventories had been combined into eight large groups (or “pools”) based on divisional product groupings.
During 1992, the company created 280 smaller inventory categories called “puddles”. These puddles
reflected product class groups rather than divisional product groups. According to Carlton Ives, this change
was made “to achieve a better matching of costs and revenues.” This change added $16,515,000 to 1992
net earnings ($37.5 cents per share). The cumulative effect of the change on prior years’ earnings was not
determinable.
During 1992, VC’s domestic division shipped a substantial amount of inventory to its foreign division.
These shipments reflected a planned reduction of domestic stocks. However, the international division did
not have firm customer orders in hand to support these increased inventory levels. In the past, these
shipments have been based on the international division’s sales projections for the following year. This
procedure was not followed in 1992. Aggregate shipments to the international division for 1992 were above
the traditional levels of prior years, especially during the fourth quarter. Because of the different inventory
methods used by the domestic and international divisions, the transfer led to liquidations in the LIFO
reserves of the domestic division. These liquidations added $1,050,000 to VC’s 1992 net earnings.

ADDITIONAL INFORMATION

As John was considering the accounting issues facing him, his assistant, Kim Stanley, came into the room.
She had just returned from the marketing department with an update on the current status of the Early
Order Sales Incentive Program results. The new information she had obtained included the following
matters:

1.

A number of distributors have informed VC that they are holding significantly more product than they
think they can sell during the next 12 month period.

2.

Approximately 35 distributors have refused to accept the invoicing which occurred in the fall of 1992
for fall shipments and have threatened to return the merchandise in total if the invoices were not
reissued with 1993 dates.
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Because of the continuing bad weather and the depressed economy, orders from VC’s distributors
during 1992 had been at a rate which was approximately 55% below normal.

4. According to the Vice-President of Marketing, Pat Severance, Carlton Ives has decided that VC needed
to “offer its distributors relief from their oversupply of unsalable products.” He was planning to offer
dealers refunds for as much as 100% of their unsold product, compared with last year’s rebate
agreements which averaged 30%. Ives has also stated that, for any dealer who requested it, the
company would issue new invoices for fall 1992 shipments, with the new invoices bearing 1993 dates.
5.

Pat Severance also stated that the marketing department has estimated that first quarter 1993 sales will
be approximately $370 million.

QUESTIONS

1.

Questionsfor Financial Accounting Classes. Answer the following questions, assuming that you are
the CFO of Vita-Chem.

(a) What accounting issues, if any, are raised by the facts presented in this case? For any issue that you
list, explain why you believe it to be a significant issue.
(b) What additional information, if any, would you seek in ascertaining whether or not any changes
would be necessary to the preliminary draft of the summary financial statements (and notes)
described in Exhibits A and B? From whom would you seek this information?

(c) What modifications, if any, would you recommend to the draft financial statements based on the
issues you raised in item 1(a) above? What arguments would support your recommendations?
Identify the content of specific financial accounting standards which supports your proposed
modifications. (Note: You are not required to prepare revised financial statements. Instead, describe
the general changes, if any, you would recommend.)

(d) What changes, if any, would you propose in the draft footnotes contained in Exhibit B? Should all
of the disclosures be considered a part of the basic financial statements or should any of them be
supplemental financial information? Identify the content of specific financial standards which
support your views.
2. Questionsfor Auditing Classes. Assume that you are the Audit Manager on the Vita-Chem engagement.
Through discussions with client personnel, you have become aware of all of the information stated in the
case.
(a) Answer the questions in section 1, above.
(b) What advice and/or counsel, if any, might you seek regarding the above matters? From whom
would you seek this advice and/or counsel?

(c) Assuming that the client accepted all of your proposed modifications (see 1(c) and 1(d) above),
how would your audit report on the 1992 statements be worded?
(d) How would the client’s refusal to accept your proposed modifications affect your audit report?
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EXHIBIT A

Vita-Chem, Inc.
Summary Financial Information —Preliminary Draft
All Amounts in Millions
BALANCE SHEET
ASSETS
Cash
Short Term Invests.
Trade Receivables
Notes/Other Rcvbls.
Inventories
Other Current Assets
Tot. Curr. Assets
Prop., Pint. & Equip.
Invsts./Advs-Assoc.Co.
Intngbls. frm Acquisits.
Othr. Noncurr. Assets

Total Assets

LIABILITIES/EQUITY:
Notes Payable
Accounts Payable
Income Taxes Payable
Accrued Expenses
Other Current Liabilities
Curr.Port./Lng-Trm Dbt.

Tot. Curr. Liab.
Long-Term Debt
Dfrd. Income Taxes
Min. Int./Subsidiaries
Total Liabilities
Equity

Total Liabs./Equity

December 31
1992 1991
22
127
364
27
279
18

20
43
306
25
308
22

837
1201
41
19
91

724
1170
50
20
70

2189

2034

INCOME STATEMENT FOR YEAR ENDED DECEMBER 31
1992
1991
1990
1989

REVENUES:
Net Sales
Interest & Dividends

1618
35

1726
34

1695
13

1526
10

COST/EXPENSES:
Cost of Goods Sold
1123
234
Sell, Gen. & Admin.
62
Research & Development
Interest
42
Other, net

1233
210
51
43
_(7)

1262
185
44
42
4

1107
162
37
32
_(4)

1454

1530

1537

1334

199

230

171

202

66

67

25

61

EARNINGS AFTER TAX

133

163

146

141

MINORITY INTEREST

(13)

(22)

(23)

(17)

EQUITY IN
ASSOCIATED COMPANY

__ 3

_9

13

11

NET EARNINGS

123

150

136

135

EARNINGS PER SHARE

2.81

3.41

3.10

3.09

EARNINGS BEFORE
INCOME TAXES
INCOME TAXES

88
99
12
47
61
26

56
115
19
45
47
11

333
427
226
118

293
417
174
121

1104

1005

1085

1029

2189

2034
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EXHIBIT B

Vita-Chem, Inc.
Financial Statement Disclosures —1992
Preliminary Draft
(Selected Portions)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES - These disclosures will precede the financial
statements.

CONSOLIDATION The consolidated financial statements include those of the Company and its
subsidiaries. Investments in associated companies (20 to 50 percent owned) are stated at cost plus
equity in undistributed earnings since acquisition. All significant intercompany transactions and
balances have been eliminated.

INVENTORIES Inventories are stated at cost, which is less than market. Cost for domestic inventories
is generally determined using the last-in, first-out method (LIFO). See “Accounting Changes” for
discussion of realignment of LIFO inventory pools in 1992. Cost for other inventories is determined
using the average cost method.

NOTES TO FINANCIAL STATEMENTS - These disclosures will follow the financial statements.
ACCOUNTING CHANGES During 1992 the Company realigned its LIFO inventory pools for financial
reporting purposes to correspond to product class groups rather than divisional product groups. This
change enables the Company to assign LIFO inventory costs to specific products or small groups of
similar products, thereby achieving a better matching of cost and revenue. The change increased 1992
net earnings by $16,515,000 or $.375 per share. The cumulative effect of the accounting change on
prior years is not determinable.
SIGNIFICANT 1992 EVENTS During the fourth quarter 1992, the Company made several changes in
its domestic agricultural pesticide sales program. These changes, which are designed to place more
products into distribution channels earlier, shifted $72,000,000 of pesticide sales from the first quarter
1993 to the fourth quarter 1992. The additional sales increased 1992 net earnings by $26,718,000,
which includes $7,400,000 relating to the liquidation of certain pesticide LIFO inventory quantities.

INVENTORIES Reduction of certain domestic LIFO inventory quantities carried at lower prior year
costs increased 1992 net earnings by $34,000,000. This amount consists of the effects of the
realignment of LIFO inventory pools ($16,515,000), planned reductions in domestic inventory levels
($10,085,000), and additional reductions caused by the changes in the pesticide sales program
($7,400,000).
Inventories stated using LIFO amounted to approximately 74 percent of total inventories at December
31, 1992, 79 percent at December 31, 1991, and 76 percent at December 31,1990. If inventories stated
at LIFO had been stated using the average cost method, they would have been greater by approximately
$135,600,000 at December 31, 1992, $177,800,000 at December 31, 1991, and $137,400,000 at
December 31, 1990.
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EXHIBIT C

Vita-Chem, Inc.
Sales by Quarters
(in 000’s)
1989-1992

NET SALES

1st Quarter

1992

1991

1990

1989

$ 630,270

$ 629,296

$ 582,938

$ 498,699

2nd Quarter

305,584

377,194

357,089

345,181

3rd Quarter

283,633

343,270

329,782

312,546

4th Quarter

398,748

376,476

425,410

369,734

$1,618,235

$1,726,236

$1,695,219

$1,526,160

Year
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Vita-Chem, Inc.

TEACHING NOTES
David M. Dennis, Professor
University of South Florida, Tampa, Florida
Peter Rodriguez, Jr., Partner
Ernst & Young, Tampa, Florida

EXECUTIVE SUMMARY AND CASE OBJECTIVES
This case focuses primarily on two financial accounting issues — revenue recognition and changes in
inventory methodology (LIFO pooling). In addition to questions related to the legitimacy of the company’s
methods, questions are also raised regarding proper accounting for, and disclosure of, information related
to the changes. The case may be taught either from a financial accounting theory perspective or from the
view of an outside auditor’s evaluation of the client’s financial statements. If the instructor restricts the
discussion to selected financial reporting issues, a one hour time frame should be sufficient. If all of the
financial issues and the auditing issues are addressed, a two to three hour class period should be utilized.

BACKGROUND OF THE CASE

The information in this case is based on an enforcement action by the SEC against Stauffer Chemical
Company in 1984. (Accounting and Auditing Enforcement Release No. 35 - August 1984) The enforcement
action alleged that the company’s 1982 financial statements were materially misleading due to several
violations of generally accepted accounting principles (GAAP). Specifically, the SEC alleged that the
company recognized certain revenues prematurely, artificially inflated earnings by forcing certain LIFO layer
reductions and failed to disclose necessary information related to these practices. The views of the SEC are
not stated in the case itself because we did not want to potentially prejudice student views with that
information.
There are numerous accounting issues in this case such as:
1.

Proper application of revenue recognition principles

2.

Proper application of LIFO pooling procedures

3. Accounting for gains on intercompany inventory transfers

4. Justification for, and proper accounting for, a change in accounting principle

5. Adequacy of disclosure in financial statements
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Stauffer Chemical settled its case with the SEC by consenting not to violate securities laws in the future but
without admitting or denying any guilt with respect to the specific charges brought by the SEC. The
company also agreed to restate its 1982 financial statements by removing the effects of the alleged
violations of GAAP. (See Exhibit D on page 21.)
It is interesting to note that Stauffer’s auditors (Deloitte, Haskins & Sells) took no exception to the
accounting employed by the company for its 1982 financial statements. In fact, in accordance with the
reporting standards of this period, the accountants noted that the company had changed its method of
accounting for inventories and specifically stated their concurrence with the change. Given the SEC’s belief
that the statements contained material departures from GAAP, one might have expected the auditors to be
named in the SEC’s complaint. However, no action against the accountants was brought by the
Commission.

CLASSROOM USE OF THE CASE
At the undergraduate level, this case is well suited for the Financial II (Intermediate II) course and the first
Auditing course. In courses which normally precede these, accounting majors are typically exposed to
revenue recognition concepts, the LIFO inventory system and disclosure guidelines. In Financial II, the
topic of accounting changes is normally addressed. The case would work well as a component of the
accounting change discussion. As an Auditing case, it would fall naturally into the discussion of the
auditor’s responsibility to understand a client’s accounting methods (and changes in methods), determine
whether compliance with GAAP has been achieved, negotiate audit adjustments with the client, and report
on the client’s financial statements.
At the graduate level, the case would fit well into an MBA financial accounting course, an Accounting
Theory course or an Auditing course.

TEACHING METHODOLOGY
It is not uncommon to find that student recall of prior course material is below the instructor’s
expectations. To deal with this problem, we recommend that selected advance readings on the topics of
revenue realization and the LIFO pooling method be required prior to the assignment of the case or
coincident with its assignment. (Suggested readings were identified at the end of the student version of
the case.) This reading requirement would help to equalize the students’ knowledge base and enhance the
quality of class participation.
A classroom technique which should increase student input is to divide the class into teams of three
or four students and have them corporately develop their views of the issues in the case prior to the inclass discussion. A potentially effective variation on the team approach involves role playing - i.e., one
student takes the part of the company controller, another is a bank loan officer who is considering a loan
application from the company, a third team member could be a current stockholder, etc.

CLASS DISCUSSION OF THE CASE

To avoid the potential for the issues in the case to be discussed randomly and without cohesion, the
instructor might begin by asking selected class members to identify one issue they found to be significant.
As each issue is mentioned, it could be listed on the chalkboard or a flip chart. Discussion of specific issues
would not start until a sufficient list of issues had been identified.
For a financial accounting course, the issues to be discussed could include:
1. Vita-Chem’s effort to shift revenue from the first quarter of 1993 to the fourth quarter of 1992.
2.

The company’s decision to redefine its LIFO pools.

3.

Proper accounting for the above changes.

4.

Proper financial statement disclosures related to the above changes.
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5. The role of an outside auditing firm in evaluating the above items.
For an auditing course, in addition to the above issues, the instructor would probably want the class to deal
with:

A.

The application of Rule 203 of the AICPA Code of Conduct and AU 411 (SAS No. 69 to the issues
in this case, and

B. The impact on the auditor’s report of:

1.

Agreement with the client’s accounting and disclosure decisions.

2.

Disagreement with the client’s accounting and disclosure decisions.

THE REVENUE RECOGNITION ISSUE
The central question is whether the earnings process was complete, as of the end of 1992, for the “sales”
of $72,000,000 which were booked in the fourth quarter under the company’s revised Early Order Program
(EOP). Revenue is commonly recognized in the U. S. business community at the point of shipment, since
tide often is transferred at that time. In Vita-Chem’s case, however, certain provisions of the EOP raise
questions as to when the earnings process was complete. First, there was the prospect of redating invoices
with 1993 dates (a practice which the company contended was commonly accepted in the industry in
which it operated). Second, the EOP promised that the company would refund in cash the purchase price
of a percentage of product taken by distributors under the EOP but not sold by them at the end of the
1992-93 growing season.
The distribution channel for VC’s agricultural pesticides followed a pattern described as:

VC

Distributors

Dealers

Farmers

VC hoped that its new EOP strategy would cause dealers to take delivery from distributors more quickly,
thereby removing uncertainties related to the transfer of title from VC to the distributors. Unfortunately,
because of market conditions, dealers reduced their buying levels substantially, leaving distributors in a
severely overstocked condition.
The acknowledged goal of Vita-Chem to “shift” sales from the first quarter of 1993 to the fourth
quarter of 1992 allows for a discussion of three problem areas with revenue recognition at point of
delivery:

1.

Trade loading or channel stuffing

2.

Revenue recognition when right of return exists

3.

Sales with buyback agreements

First Problem Area. Trade loading or channel stuffing (see the Fortune and Forbes (1989) readings)
involve deliberate management schemes to “borrow” sales from future time periods. This is a policy of
“robbing Peter to pay Paul.” By overloading its distributors’ warehouses, a manufacturer may relieve its
own, thereby increasing “late in the year” revenues. Unless retail sales surge, however, the distributors will
be saturated with unsold product and will have to reduce future orders from the manufacturer. The key
distinction between these practices and the sales approach of Vita-Chem is that under these practices no
buyback agreement or special product return provisions are operative. The sales are legally binding and
revenue may be recorded in the year of shipment. The manufacturer has simply played a game with the
year-end cut-off provisions that are necessary under the periodicity concept of financial reporting.
Second Problem Area. According to SFAS No. 48, when the seller of a product gives the buyer the right
to return it, revenue may be recognized only if all of the following conditions are met:

1.

The seller’s price to the buyer is substantially fixed or determinable at the date of sale.
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2.

The buyer has paid the seller, or the buyer is obligated to pay the seller and the obligation is not
contingent on resale of the product.

3.

The buyer’s obligation to the seller would not be changed in the event of theft or physical
destruction or damage of the product.

4.

The buyer acquiring the product for resale has economic substance apart from that provided by
the seller.

5.

The seller does not have significant obligations for future performance to directly bring about
resale of the product by the buyer.

6.

The amount of future returns can be reasonably estimated.

In VC’s case, the second and sixth conditions were of concern to the SEC as indicated by the following
quote from the enforcement action:
The recognition of $72 million of EOP revenue by Stauffer [VC] in the fourth quarter of 1982 [1992] was contrary to
generally accepted accounting principles because, under the principles articulated by Accounting Principles Board Statement
No. 4 and Financial Accounting Standards Board Statement No. 48, the earnings process was not complete in light of the
significant market uncertainties reflected by [VC’s] offer of 100 percent redating to its distributors. In substance, the $72
million in sales were tantamount to consignment sales which should not have been recognized in [ 1992] as revenue because
(a) the distributors’ obligation to pay [VC] during the [1992-93] season was contingent on the resale of the product, and
(b) [VC] was unable to estimate the amount of redating that would occur.

In fact, for the 1992/93 growing season, VC refunded and redated $63 million (approximately 40%) of its
total agricultural chemical sales.

Third Problem Area. Under SFAS No. 49, if the seller sells the product in one accounting period but
agrees to repurchase the product in the subsequent accounting period, in substance there is no sale. In
this situation, the seller has never effectively given up the risks and rewards of ownership. In the case at
hand, although VC would not retake physical possession of the product, does the product effectively belong
to it? Since VC was willing to refund 100% of the purchase price in cash, plus reimburse the distributor for
its warehousing costs, has it implicitly created a consignment transaction rather than a sale? The SEC
believed so, as noted in the quote above.
THE LIFO POOLS ISSUE

VC’s decision to substantially increase the number of its LIFO pools (8 to 280) was seen by the SEC as an
earnings manipulation device. While LIFO theory is concerned with matching current costs with current
revenues (and normally reflecting a lower earnings level), the accounting staff of VC evaluated each new
“puddle” proposal by computing the additional earnings which would be generated by LIFO layer
reductions. Presentations were held with operating personnel to show how pools could be realigned into
puddles in ways that would maximize the likelihood and magnitude of LIFO liquidations. Furthermore,
operating personnel were encouraged to make inventory reduction and restocking decisions that would
maximize the earnings potential of each puddle.
This issue should permit a lively discussion of the manipulation potential of the LIFO method and
whether such manipulations are a violation of GAAP or simply the accounting consequence of a
management planning prerogative. Some appropriate questions would be:

1.

Does an increasing number of pools defeat the theoretical purpose of LIFO because of an increased
potential for layer liquidations?

2.

What is the bookkeeping cost of moving from 8 pools to 280 pools and how should this factor
enter into an evaluation of management’s motivation for the change?

3.

Is the stated reason for the change in pool definitions (“to better match revenues and costs”) a
legitimate justification for the change?
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Why would a company want to “smooth” its income pattern through a change in accounting
principles?

Although VC apparently manipulated its income through the change from pools to puddles, this is a
permissible change in accounting method. (See APB Opinion No. 20, paragraph 7 and the Issues Paper
prepared by the AICPA Task Force on LIFO Inventory Problems pages 78 and 79) The instructor should
also note that management may obtain better internal decision making information by designing pools
around specific product categories, i.e., there may be legitimate business decisions behind such a change.
The SEC’s complaint was based on VC’s failure to include the cumulative effect of this change on prior
years’ earnings as a separate item in the 1992 income statement and failure to appropriately disclose the
reason for the change, as discussed in the next section.
THE DISCLOSURE ISSUES
The SEC took issue with the content of two of VC’s footnotes. The Commission argued that VC’s
accounting change footnote should have stated that the change was made, in part, because of the desired
effect on net earnings. To our knowledge, such a level of honest admission has never appeared in an
accounting change footnote.
The SEC also disagreed with VC’s footnote regarding the change in its revenue recognition policy (the
Significant 1992 Events note in Exhibit B). The Commission alleged that there were two flaws in this note:

1.

Failure to disclose the substantial uncertainties related to the ability of VC’s distributors to transfer
their inventories to dealers. This uncertainty would increase the likelihood of distributors seeking
refunds or other relief from VC, and

2.

Failure to disclose that Fall 1992 sales had been reinvoiced with 1993 invoice dates.

THE AUDITOR’S ROLE
According to Rule 203 of the AICPA Code of Conduct, an auditor should not express an unqualified
opinion if the client’s financial statements contain a material departure from accounting principles
promulgated by a body designated by the AICPA Council to establish such principles. Furthermore, SAS No.
69 (AU 411) requires that an auditor’s opinion that the financial statements are presented fairly must be
based on a judgment as to whether, in addition to other considerations:

1.

The accounting principles selected and applied have general acceptance,

2.

The accounting principles are appropriate in the circumstances, and

3.

The financial statements, including the related notes, are informative of matters that may affect
their use, understanding, and interpretation.

SAS No. 1, Section 420 (AU 420) discusses the application of the second standard of reporting. This
standard requires that the audit report identify any circumstances in which the client’s accounting
principles have not been consistently applied in the current reporting period as compared with the
preceding period.
In adhering to these requirements, VC’s outside audit firm would have been required to consider, for
the 1992 engagement:

1.

The general acceptability of the client’s revenue recognition practices and LIFO pooling practices
and the manner in which changes in these practices were recorded,

2.

The appropriateness of the above practices in light of current conditions affecting the client (such
as distributor demands for relief under the Early Order Program, and

3.

The adequacy of financial statement disclosures regarding the above matters.
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If the audit firm was substantially in agreement with the client on the above points, the audit report would
be unqualified with an explanatory paragraph covering changes in accounting principles or their method
of application. In the actual case, the audit firm (Deloitte) did issue an unqualified opinion with a
consistency comment regarding the LIFO method changes. Deloitte’s actual report, updated to comply with
current reporting standards, would have contained standard language for the first three paragraphs and
then an explanatory paragraph related to the change in the LIFO pool definition. That explanatory
paragraph would have read:
As discussed in Note X, as of January 1, 19XX, the Company changed the definition of certain inventory pools for the
purpose of applying the LIFO inventory method.

Should the change in the revenue recognition pattern also be referred to? Other companies and their
auditors apparently have thought so. See, for example, the footnote regarding a revenue recognition
accounting change in the 1986 financial statements of National Semiconductor Corporation (included in
Updated Illustrations of Accounting Changes (New York:AICPA, 1987), p. 20).
With respect to VC’s intercompany inventory transfers, the SEC argued that income recognized in the
movement of inventories from the domestic division to the international division violated GAAP. Certainly,
accounting theory generally argues that income arising from intercompany transactions should be deferred
until it is realized through a transfer to an outside entity. In this case, the auditors may have ignored the
violation of GAAP on the grounds of immateriality. The increased income ($1.05 million) represented only
approximately 1% of VC’s 1992 earnings. However, this issue allows for a discussion of the materiality
concept and the need to consider violations (or errors) in the aggregate, rather than on an item by item
basis.
Some auditors would still discuss such matters with the client to establish a clear understanding that
the client’s accounting is incorrect and may represent a problem with appropriate accounting and financial
reporting controls.
If the audit firm proposed changes in the client’s financial statements (including disclosures) and the
client refused to make such changes, the audit report must then be qualified or adverse depending on the
auditor’s assessment of the cumulative materiality of the departures from GAAP. The instructor may want
to point out that this result would be unlikely with a publicly held client. The SEC views this as a curable
problem, i.e., the financial statements should be adjusted to the point where the CPA firm can render an
unqualified opinion.

CONCLUSION

In its consent decree with the SEC, Stauffer (VC) agreed to revise its 1982 (1992) financial statements as
shown on the next page (numbers are in thousands except for per share amounts). These numbers do not
correspond in all instances to the numbers in the case. One reason is that the SEC only required Stauffer
to change the composition of a few of its new 280 pools. It did not require that the company return to the
original 8 pool structure. Note also that there was a net change to net income because of the inclusion of
the two items necessitated by the treatment of the LIFO change as a change in accounting principle.
ADDITIONAL SUGGESTED REFERENCE MATERIAL

Reeve, James M. and Keith G. Stanga. “The LIFO Pooling Decision: Some Empirical Results from Accounting
Practice,” Accounting Horizons (June 1987), pps. 25-33.

Sellers, Patricia. “The Dumbest Marketing Ploy,” Fortune (October 5, 1992), pps. 88-94.
Faculty having access to the NAARS database may also wish to have their students perform a search for
material related to the treatment of sales agreements which involve a right of return.
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EXHIBIT D
Revision to Stauffer’s (VC’s)
1982 [1992] Income Statement
Based on Consent Decree with SEC
(in 000’s, except for Per-Share figures)
Year Ended
December 31

REVENUES:
Total Revenue as Previously Reported
Deferral of Recognition of
Agricultural Chemical Sales
Total Revenue, as restated

AMOUNT

Earnings
Per Share

$1,653,333

(72,000)
$1,581,333

NET EARNINGS:

Earnings as Previously Reported

$ 123,547

Restructuring of LIFO Inventory
Pools

(3,290)

Reversal of LIFO Liquidations
Arising from Intracompany
Movement of Certain Inventory

(1,050)

Deferral of Recognition of
Agricultural Chemical Sales
(Inclusive of LIFO
Liquidations of $7.4 million)

Reduction of 1982 [1992]
Earnings Due to Higher
Inventory Cost at
January 1, 1982 [1992]
Resulting from Cumulative
Effect of LIFO Accounting
Change
Earnings, as Restated, before
Cumulative Effect of
Accounting Change

Cumulative Effect through
December 31, 1981 [1991]
of Change in LIFO Accounting
method

Net Earnings, as Restated

$2.81

(26,718)

(8,365)

$ 84,124

$1.91

18,144
$ 102,268
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NATIONAL GALLERY OF ART
William Geary, Associate Professor
College of William and Mary, Williamsburg, Virginia

Gary Shaw, Assistant Professor
College of William and Mary, Williamsburg, Virginia
Dale Rinker, Comptroller
National Gallery of Art, Washington, DC
Jean Wyer, Director
Coopers & Lybrand, New York, New York

During the summer of 1992, Mr. Dale Rinker, Comptroller for the National Gallery of Art in Washington,
D.C., was reflecting on the events that were shaping the reporting environment for the National Gallery
and art museums in general. As Comptroller, he was in a position to make recommendations to the
museum’s Treasurer, Dan Herrick, about accounting policies and practices that were increasingly the
subject of a broad professional debate. When he arrived at the National Gallery four years before, he never
imagined that he would see so much controversy in so short a time.
In August of 1987, less than a year before Rinker began work at the museum, the Financial Accounting
Standards Board (FASB) issued Standard No. 93 “Recognition of Depreciation by Not-for-Profit
Organizations.” This standard extended the requirements for depreciation accounting from the commercial
sector to include the National Gallery and other not-for-profit organizations. Rare works of art and historical
treasures, however, were excepted from the standard, since these were thought to be comparable to land
used as a building site. Depreciation of these items was not required because “the economic benefit or
service potential is used up so slowly that the amount related to a particular accounting period is of no
consequence.”
While compliance with Standard No. 93 changed the accounting practices of the National Gallery
substantially, the exception made for rare works of art made no difference because, like most museums,
the National Gallery had never attempted to report the value of its collection as a balance sheet item. The
FASB’s work with depreciation led directly to a parallel initiative to revise accounting procedures for
museum collections. By the summer of 1989, Rinker realized that accounting changes much bigger than
the new depreciation standard were in the offing.
As part of its overall initiative to revise long-standing accounting practices for not-for-profit
organizations, the FASB put forward a proposal calling for museums to report their permanent collections
as an integral part of the financial statements. The standard proposed in the subsequent Exposure Draft
(October 31, 1990) required that current contributions and receivables for contributions in the form of
unconditional pledges would need to be valued and listed on the balance sheet along with a value for all
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prior contributions. Current contributions of works of art and unconditional pledges would also have to
be included as revenue in the annual operating statement.
The new standard seemed to Rinker —and to a large contingent within the museum community — a
particularly questionable and potentially costly exercise in rule-making. For a museum like the National
Gallery, which housed thousands of items acquired over the 51 years of its existence, valuing the collection
seemed a pointless and expensive undertaking. Indeed, although practice varied among museums around
the country, most larger, older museums had never attached a financial value to their collections. Notice
of the proposed changes sparked understandable concern within the museum community and generated
lengthy debate between museums and the FASB. A wide range of arguments had been mounted against
the new requirements.
In the spring of 1992, apparently in response to the comments of critics, the FASB tempered its
position. The Board no longer insisted that museums must apply the capitalization standard retroactively.
However, the Board was still pondering how museums should recognize and account for current and
future contributions of works of art.
Within a few months, however, executives at the National Gallery would have to decide what to do
about the new standard. If, in its final form, the standard seemed adverse to the interests and desires of
the museum, or inconsistent with the FASB’s goals of relevance and reliability, what position should the
National Gallery take? Dale wanted to be prepared to help state publicly the views of the National Gallery
and to help influence, if necessary, the standard-setting process.

THE FASB AND THE PROCESS OF ESTABLISHING NEW STANDARDS
Since 1973, the FASB maintained independent responsibility for establishing and improving standards of
financial accounting and reporting in the U.S.1 Before the present independent structure was created,
financial accounting and reporting standards were established first by the Committee on Accounting
Procedure of the American Institute of CPAs (1936-59) and then by the Accounting Principles Board. To
formulate standards that satisfied the need for “credible, concise, and understandable financial
information,” the FASB worked according to five basic precepts:

To be objective in its decision-making;
To weigh carefully the views of its constituents;
To promulgate standards only when expected benefits exceed the perceived costs;
To bring about needed changes in ways that minimize disruption to the continuity of reporting
practice;
To review the effects ofpast decisions.
The FASB also recognized four basic mechanisms in accomplishing its overall mission:

1.
2.

3.
4.

Improving usefulness of financial reporting by focusing on relevance and reliability (first) and
comparability and consistency;
Keeping standards current to reflect changes in methods of doing business and in the economic
climate;
Considering any significant areas of deficiency in reporting that might be improved by the
standard-setting process;
Improving the common understanding of the nature and purposes of reported information.

The information about the FASB presented in this section closely adheres to statements made in Facts about FASB (1992), an
informational brochure published by the FASB.
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From its inception, the FASB had taken a particular interest in regularizing standards, in part to deal with
the legacy of the different standard-setting organizations. As part of the overall effort to provide a clear and
consistent conceptual framework for accounting practice, the FASB had mounted a major campaign to
standardize definitions of basic accounting concepts, such as assets, across all types of organizations.
The process by which the FASB went about its work was well established. (See Exhibit 1 for the FASB’s
account of its “Open Decision-Making Process.”) Requests for action on topics of importance came from
many quarters—the SEC, auditors, its own task forces and advisory groups. These topics were added to
the Board’s “technical agenda” if the financial accounting or reporting problems were judged sufficiently
important, pervasive, and susceptible to technically feasible and politically practical alternative solutions.
Once on the technical agenda, topics were handled in roughly the same way. First, a task force would
be appointed to look into the problem and define the nature and scope of the project. The task force
would, after sufficient study, assist the FASB staff in preparing a discussion document (or “Discussion
Memorandum”) geared to serve “as a basis for both written comment and oral presentations at a public
hearing.” The document “generally sets forth the definition of the problem, the scope of the project, the
financial accounting and reporting issues; discusses research findings and relevant literature; and presents
alternative solutions to the issues under consideration.” It also usually specified a deadline for written
comments and set the date for a public hearing.
The hearing and the subsequent analysis of oral and written comments gave the Board a chance to
understand arguments about the issues, so that afterwards the Board could meet to resolve the issues and
to formulate an Exposure Draft, which set forth the proposed standards. Further comments were solicited
which might, in some cases, lead to a revised Exposure Draft, but usually the FASB tried to incorporate
such comments directly into its final statement, which set forth the actual standard.

ACCOUNTING FOR CONTRIBUTIONS IN NOT-FOR-PROFIT ORGANIZATIONS

In March 1986 the FASB added to its agenda a project on accounting for contributions. The project covered
recognition and measurement issues associated with receiving and making all types of contributions — cash,
other goods, and services—involving both for-profit and not-for-profit organizations (as both donors and
donees). The goal was to enable the FASB to provide consistent policies in response to the widely differing
practices employed by museums and similar organizations. The central difficulty was the controversy
surrounding how to recognize the tangible economic resources of not-for-profit organizations. As the
project developed, some provisions bore directly on museum operations, policies, and finances.
Fundamental questions arose in three particular areas:
1.
2.
3.

Should contributions and unconditional pledges of works of art, historical treasures, and similar items
(’’collection items”) be recognized by the recipients as revenues (or gains) when received?
Should current-period acquisitions by contribution (gift or behest), purchase, or other means be
recognized as assets?
Should prior-period acquisitions that have not been previously recognized be retroactively capitalized
as assets?

In early 1989 the FASB met and decided that greater conformity was needed in the not-for-profit sector.
The Board proposed that museums would have to account for contributions as revenues and recognize
their permanent collections as assets. Because part of the impetus for such actions came out the parallel
effort with FASB Standard No. 93, no discussion memorandum was circulated. In August 1989, the FASB
requested comments on the issues included in an AICPA task force report tided “Display in the Financial
Statements of Not-for-Profit Organizations.”
In October of the same year, in an unusual step, nine major museums joined together as signatories
to a letter drafted by the Treasurer of the National Gallery and sent to the Chairman of the FASB. (See
Exhibit 2 for a copy of the letter.) The letter argued strenuously against the requirement that museums
“capitalize art collections and recognize as income the value of contributed works of art.” Feeling “like
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the patient to whom the doctor is about to administer a dose of medicine — for a pain the patient doesn’t
have,” the signers urged the FASB to reconsider its proposal.

The letter challenged the “purpose” of the effort by raising three fundamental questions:

1.
2.

Is art an asset in the business and accounting sense?
Is it measurable?

3. Are art values relevant?
However, one year later, on October 31, 1990, the FASB issued an Exposure Draft, Accounting for
Contributions Received and Contributions Made and Capitalization of Works ofArt, Historical Treasures,
and Similar Assets, which stipulated changes in accounting practice for both newly acquired works and
items already part of museum collections. Although the document covered a broad range of issues and
concerns, the museum community in general focused on these points:

1.
2.

3.

Contributions received and unconditional pledges shall be recognized as revenues in the period
received;
Fair market value should be estimated using quoted market prices, comparables, appraisals, and other
evidence (items accepted solely for educational or scientific uses were exempted from this evaluation);
’’Works of art, historical treasures, and similar assets acquired in previous periods but not capitalized
as assets shall be retroactively capitalized at their cost or fair value at date of acquisition, current cost,
or current market value, whichever is deemed most practical.”

Accordingly, with few exceptions, museums would now be asked to comply with a standard of
questionable value to the arts community.

THE NATIONAL GALLERY OF ART
The National Gallery of Art was founded in 1941 largely through the generosity of Andrew W. Mellon. A
few years earlier, in return for the Mellon’s extraordinary gift to the people of the United States (his
personal art collection, funds to construct a building, and an endowment fund), the Congress pledged “the
full faith of the United States” to provide funds for the upkeep, administration, and operations of the
museum, so that the Gallery would be properly maintained and “the works of art contained therein
exhibited regularly to the public free of charge.” From the start, then, the purposes of the museum were
very carefully defined. Its mission was explicitly formulated (and revised) to promote four broad goals: “to
serve the United States of America in a national role by preserving, collecting, exhibiting, and fostering the
understanding of works of art, at the highest possible museum and scholarly standards.” (See Exhibit 3
for a copy of the National Gallery’s mission statement.)
As one of very few museums in the country that received guaranteed support from the federal
government, it occupied a special place among arts institutions in the country. Unlike other major
museums, such as the Museum of Modern Art and the Metropolitan in New York City or the Art Institute
of Chicago, the National Gallery was prevented by law from charging an admission fee. Government
support had grown over the years, totaling $48.5 million in 1991, 81 percent of the Gallery’s operating
budget. (Exhibit 4 shows a breakdown of the components of the operating budget.) The 1992 federal
appropriation totaled $52.8 million.
The National Gallery was one of the premier repositories of unparalleled art collections. Beginning in
1941 with 941 paintings, sculptures, and works of art on paper, the Gallery’s collection had grown by 1991
to over 71,000 such works, not including another 6.4 million books, documents, photographs (items
classified as research support collections). Although it displayed at any one time only a small percentage
of these, the permanent collection represented the core of its aesthetic life and its reason for being. The
art was housed, displayed, protected, studied, copied, restored when necessary, and sometimes lent to
other institutions for special shows.
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Indeed, since the 1960s, most museums had begun mounting large, special exhibitions —’’blockbus
ters”—as a source of operating revenues and as a means to encourage the public to take a broader interest
in their permanent collections and the museum’s role as a repository and showcase for great art. Recently,
many museums experienced declines in their attendance figures, which were subject to a wide variety of
influences, including the levels of tourism in the cities in which they were located. The National Gallery
recorded 5,052,000 visitors in 1991, down from 5,580,000 the year before and an all-time high of 8,703,000
in 1986.
Since 1991 was its 50th anniversary, the Gallery enjoyed a banner year in donated art and
contributions. Close to $25 million was pledged in support of its anniversary programs, including $6
million for art acquisition. Over the course of its five-year campaign, donors gave nearly 1,300 works of art
to the permanent collection. This extraordinary level of giving was aided by Congress when it restored the
full deductibility of such gifts, exempting them from the provisions of the alternative minimum tax, and
extended this exemption to cover the last six months of 1991.
Most of the resources of the National Gallery were capitalized, with the exception of collection items.
The Gallery’s policy was clearly stated in a footnote to the 1991 audited financial statements: “In
conformity with accounting practices generally followed by art museums, the value of art has been excluded
from the balance sheet. The Gallery acquires its art collections through purchase or by donation-in-kind.
Only current year purchases, but not donations-in-kind, are reflected in the statement of changes in fund
balances.” (See Exhibits 5-8 for the National Gallery’s 1991 financial statements, notes, and auditor’s
opinion.) The long-standing exception made in the case of collection items was based not only on
historical precedent but on the impracticality of determining a reliable value for them.

THE VIEW FROM THE COMPTROLLER’S OFFICE
From his triangular office in the Gallery’s East Wing, Rinker had been quietly speculating about the
consequences of the FASB’s initiatives for the museum. He was relieved that the FASB was no longer
planning to require capitalization of the permanent collection. He also believed that this shift in position
was due in no small part to the high degree of involvement on the part of the museum community. After
all, not only did the most powerful museums in the country go on record against the proposed standard,
but the American Association of Museums (the industry lobbying group) had commissioned a voluminous
study of the issues, concluding that the new standard ran aground on problems of measurement and
reliability, offered few advantages to the user community, and would not pass a cost-benefit test.
Still, all the issues were not settled. The museum conducted an audited inventory of its holdings every
year and maintained a database with the acquisition cost for most purchased items. These 2100 items
(purchased over many years), amounted to only a very small fraction of the total holdings and cost the
Gallery $102,931,941.50. Rinker found it hard to imagine what the figure might be for the entire collection.
And even if it could be reliably valued, what useful purpose would it serve to put such a figure in the
financial statements? Thinking about the vagaries of such measurements, he remembered one recent
incident involving a painting, Lake Lucerne, by Albert Bierstadt (1830-1902): a donor had contributed $4.5
million for the purchase of the painting at what it was estimated it would go for at auction, but when the
Gallery’s buyer showed up to bid, he found himself alone and purchased the painting for $500,000.
Such peculiarities were common enough in the art world to call into question the fundamental
reliability of any reported art values. Moreover, Rinker saw how the inaccuracy and incomparability of these
artificial valuations could pose a threat to the continued ability of the Gallery to solicit future gifts. An
unreliable measure could easily become a red herring for potential donors, rendering a false picture of the
museum’s holdings and commercial value. More to the point, he could see nothing to be gained by
creating the false impression that the museum was a commercial endeavor.
Rinker wondered what he would recommend to the Gallery’s Treasurer. Was it necessary for all
museums to follow the same accounting practices? What would happen to the idea of comparability across
museums if they did not? What would happen to the notions of reliability and relevance if they did? What
were the implications for public relations and fundraising if museums were to follow commercial practice
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and report contributions as revenue? Even more important, what accounting information might be useful
to those within the museum community or those outside? Was there a way to think about the National
Gallery’s role in the art community that would help make sense of these efforts?
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Exhibit 1

FASB’s “Open Decision-Making Process”

Actions of the Financial Accounting Standards Board have an
impact on many organizations within the Board’s large and
diverse constituency it is essential that the Board’s decision
making process be evenhanded. Accordingly, its Rules of
Procedure require the FASB to follow an extensive due process
that is open to public observation and participation. This process
was modeled on the Federal Administrative Procedure Act and
in several respects is more demanding.
In addition to broad issues of financial accounting and
reporting the Board considers certain issues related to imple
mentation of existing standards and other problems arising in
practice. Through rigorous the due process required to be
followed on such projects is not as extensive as that for projects
dealing with major issues.

MAJOR PROJECTS
For each major project on its technical agenda, the Board
appoints an advisory task force of outside experts studies
existing literature on the subject and conducts or commissions
such additional research as may be necessary, publishes a
discussion document setting forth the issues and possible
solutions as the basis for public comments, conducts a public
hearing, and gives broad distribution to an Exposure Draft of the
proposed Statement for public comment.
Significant steps in the process are announced publicity.
The Board’s meetings are open to public observation and a
public record is maintained.

The Task Force
Soon after a major project is placed on the Board’s technical
agenda a task force of approximately 15 persons is appointed
including preparers, auditors and users of financial information
who are knowledgeable about the subject matter. Experts from
other disciplines also may be appointed. Care is taken to ensure
that various points of view on the issues involved are represent
ed on the task force.
The task force meets with and advises the Board and staff
on the definition and scope of the project, the nature scope of
the project, the nature and extent of any additional research that
may be needed and the preparation of a discussion document
and related material as a basis for public comment. Task force
meetings are open to public observers.
Task forces play an important role in the standards setting
process by providing expertise a diversity of viewpoints and a
mechanism for communication with those who may be affected
by proposed standards.

The Discussion Document
As a basis for both written comment and oral presentations at a
public hearing, a Discussion Memorandum or other discussion
document is prepared by the FASB staff with the advice and
assistance of the task force. The discussion document generally
sets forth the definition of the problem, the scope of the project,
and the financial accounting and reporting issues: discusses

research findings and relevant literature and presents alternative
solutions to the issues under consideration and the arguments
and implications relative to each.
A discussion document specified a deadline for written
comments and generally contains a Notice of Public Hearing. It
is distributed broadly to interested parties. In some circumstanc
es an Exposure Draft (see page four) may provide the basis for
a public hearing, either initially or at a later stage in the project.

The Public Hearing
A public hearing is held to provide an opportunity for the Board
and staff to ask questions about information and points of view
offered by respondents. The Board announces is intent to hold
a public hearing generally 60 days or more before the earliest
hearing date.
Any individual or organization may request to be heard at
a public hearing and the FASB attempts to accommodate all such
requests. Hearings are conducted by the Board plus the staff
project manager and other staff personnel assigned to the
project. Public observers are welcome.
Most oral presentation time is reserved for questions from
Board and staff members. Questions are based on written
material submitted prior to the hearing as well as on oral
comments. The hearing transcript and written comments
including those from persons who do not choose to make oral
presentations become part of the public record.

Analysis of Oral and Written Comments
The staff makes an exhaustive analysis of all comments both oral
and written. This is a search for information and persuasive
arguments regarding the issues, it is not intended to be simply
a “nose count” of how many support or oppose a given point
of view. In addition to studying this analysis. Board members
read the comment letters to help them in reaching conclusions.
After available input is absorbed. Formal Board deliberations
begin.

Meetings of the Board
The Board meets as many times as necessary to resolve the
issues. All meetings are open to public observers although
observers do not participate in the discussions. The agenda for
each meeting is announced in advance.
The staff is required to present written material including
analysis and recommendations to the Board members in advance
as the basis for discussion in a Board meeting. The meeting
format calls for oral presentation of a summary of the written
materials by the staff followed by Board discussion of each issue
presented and questioning of the staff on the points raised.
When the Board has reached conclusions on the issues, the staff
is directed to prepare a proposed Exposure Draft for consider
ation by the Board. After further discussion and revision a vote
is taken. Five votes of the seven-member Board are required to
approve an Exposure Draft for issuance.
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The Exposure Draft
The Exposure Draft sets forth the proposed standards of
financial accounting and reporting the proposed effective date
and method of transition background information and an
explanation of the basis for the Board’s conclusions.
At the end of the exposure period generally 60 days or
more all comment letters and position papers again are analyzed
by the staff and again Board members read or refer to them.
When analysis and review are completed the Board is ready to
resume deliberation leading to issuance of a final Statement.

Further Deliberation of the Board
As in earlier stages of the process all Board meetings are open
to pubic observation. The Board considers comments received
on the Exposure Draft and often incorporates suggested changes
in the final Statement if substantial modifications appear to be
necessary the Board may decide to issue a revised Exposure
Draft for additional public comment in such cases the Board also
may determine that a second pubic hearing is necessary. When
the Board is satisfied that all reasonable alternatives have been
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considered adequately a vote is taken on the final Statement.
Five votes are required for adoption of a pronouncement.

Statement of Financial Accounting Standards
Like the Exposure Draft, the Statement sets forth the actual
standards the effective date and method of transition back
ground information a brief summary of research done on the
project and the basis for the Board’s conclusions including the
reasons for rejecting significant alternative solutions it also
identifies members of the Board voting for and against its
issuance and includes comments of dissenting members in
support of their dissents.

Statements of Financial Accounting Concepts
Statements of Concepts do not establish new standards or
require any change in the application of existing accounting
principles but are intended to provide guidance in solving
problems. Because of their long-range importance Statements of
Concepts are developed under the same extensive due process
the FASB must follow in developing Statements of Financial
Accounting Standards on major topics.
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Exhibit 2

Letter from Prominent Museums

October 13, 1989

Mr. Dennis Beresford
Chairman, Financial Accounting
Standards Board
High Ridge Park
P.O. Box 3821
Stamford, CT 06905

Dear Mr. Beresford:

As Trustees of nine of the largest art museums in the country (with considerable experience outside
of the museum community), we are writing you to express our deep concern about an important issue
presently being considered by the FASB; namely whether or not museums should be required to capitalize
art collections and recognize as income the value of contributed works of art. In our view, there is no
serious purpose to be served by the proposal. We feel like the patient to whom the doctor is about to
administer a dose of medicine — for a pain the patient doesn’t have.
We believe that the proposal to capitalize art collections and include the value of contributed works
of art as income is not a sensible one for the following reasons:
Is art an asset in the business and accounting sense?

Art is clearly the most valuable possession of the museum, yet it is not a business asset to be sold,
pledged as collateral for loans, or used for any purpose other than as part of the permanent collection and
in special exhibitions. Except for cases where the collection is being upgraded, art collections cannot be
turned into cash. Even those objects in the collection that are unburdened by donor restrictions are
considered to be held in the public trust. Any attempt to convert them into cash for building, endowment
or operating funds or to meet the general obligations of an institution would violate the long established
practice followed by the museum community to limit the use of proceeds from the sale of art objects to
the replenishment of the museum’s collection. Hence, collections are not an asset in the business or
accounting sense of the word. It can be argued that an art collection is, in fact, a liability; it imposes
unrelenting requirements to be properly housed, guarded and conserved.
Is it measurable?

Art is not a measurable commodity which can be translated into the traditional “cost” and/or
“market value” terms. The “cost” of art purchased twenty-five, fifty or seventy-five years ago (when most
of our larger art museums were founded) bears no relationship to present values. Conceivably, art museum
managers, if they were investors, could take immense pride in the unprecedented (and frequently
inexplicable) increases in values of works of art. Museums are not investors, however, and to put a game
into play, i.e., comparing cost to market values, would introduce a mercenary aspect to the art world which
has not hitherto existed and would, at best, be capricious.
Nor does the continuing fluctuation of values in today’s art market allow for a meaningful “market
value” measurement. Values assigned to works of art today are obsolete tomorrow; or the date of the next
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auction. There is not daily source of prices such as the New York Stock Exchange listing where values can
be monitored. And, in fact, works sold at auction are seldom sold for their “estimated” prices. And who
is to say whether it’s an asset which will “depreciate” or “appreciate”? In our view, placing a hypothetical
value of art on the same financial statements which include cash, stocks and bonds, and other meticulously
priced items would diminish the overall accuracy of those statements and, given the immense value of
collections in many major museums, would, in fact, be misleading. Fund balances would be grossly
overstated, and statements would no longer be a “fair presentation” of financial information. Is the
accounting profession moving away from its traditional penchant for conservatism and accuracy? Also,
because of the large numbers of works of art housed in our institutions, to require that a discrete value
be placed (and updated annually) on each work of art would be administratively unworkable and, in
practical terms, almost impossible to accomplish.
Are art values relevant?

Because works of art cannot be used as part of the operating scheme of museums, their dollar
value is not relevant to the financial strength or weakness of the institution. The dollar value of art
purchases are reported each year as a matter of record to show the reduction in the balance of the funds
used. Whether the dollar values were high or low does not affect the day-to-day financial operations. The
financial strength of art museums is generally measured by an ability to generate sufficient income to cover
operating expenses and, through prudent investment and capital fundraising as required, add to the value
of its endowment as a hedge against inflation. The cornerstone of the financial strength of most private
museums lies in the depth of their endowment funds dedicated to museum operations. They provide the
bedrock of operating income on which most must rely and cannot be supplemented by the sale of art. The
value of the collection, purchases, and gifts of art do not enter into the equation.
A disservice could be rendered to an institution and to the users of an institution ’s financial statements
if they saw an apparent operating surplus created as a result of major gifts of art, especially if this occurred
in a year that, by our normal means of measurement, resulted in a significant operating deficit. People
charged with fundraising for an institution could have a difficult time substantiating their case for donor
support if it appeared that an operating surplus had just occurred. This could be even more difficult if
FASB is ultimately successful in their announced intention of eliminating the presentation of multiple-funds
statements for art museums. Ultimately, we could be left with a situation where the value of donated works
of art appeared in the income statement along with admissions income, cash gifts and grants for operations,
endowment income, etc. Believe us when we say that there is no reasonable relationship or comparability
whatsoever between transactions that add works of art to the collection and transactions that produce cash
that can be used to pay for salaries, energy, facilities, maintenance and the myriad of other day-to-day
operational costs. And, as if that were not enough, the publicity that might result from such valuations
could increase the danger of theft or vandalism and increase the costs of guards and insurance.
Through its audit process at our institutions, the accounting profession has been carrying out its
responsibility of keeping management advised as to whether or not its systems of receiving, recording and
inventorying works of art are being properly followed. The protection of art collections through these
controls and procedures is vitally important; far more significant that an exercise of attempting to put a
theoretical dollar sign on balance sheets and income statements.
It is understood that the reasoning behind this proposal may be that of “consistency,” to make financial
statements of not-for-profits look more uniform. But why? And what price? What real purpose can be
served? Surely no one goes around comparing the asset values of art museums. To encourage the
formation of a vehicle for such comparison would tend to cheapen and commercialize, diverting attention
away from the traditional artistic and aesthetic values of art. In the collective experience of the undersigned
and their staffs, no user of museum financial statements, lender of funds, prospective donor, or member
of the public has ever complained about the lack of art asset values on financial statements.
Given the lack of relevance of art values, the all but impossible measurement task, and the absence of
any economic potential to be gained by art museums, there is no rational cost/benefit test that can be
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applied to the concept of art on the balance sheet and income statements. We regret that in the past
several years our staffs have not yet been able to convince the FASB staff of the uselessness of this proposal.
We want you to know, however, that the art museum constituency needs to be heard and urges that it not
be overridden without consideration of our points of view. We understand that the American Association
of Museums and the Association ofArt Museum Directors are now making a survey of their members. There
is little doubt that they and their constituents will have no part in making art on the balance sheet and
income statements a mandatory practice.
Even though one of the undersigned museums (The Toledo Museum of Art) does capitalize its
collection and recognizes contributed art as income, it joins us in deploring any requirement that these
practices be made mandatory for art museums. The value (at cost) of the collection at The Toledo Museum
of Art was listed in its financial statements at $60,877,911 on June 30, 1988; a figure which has little, if any,
meaning in terms of the present value of this splendid collection. Similarly, the Los Angeles County
Museum of Art capitalizes art on its balance sheet but, finding neither usefulness nor accuracy in those
figures, strongly endorses the thoughts and views expressed in this letter.

Sincerely,
National Gallery of Art

The Metropolitan Museum of Art

Stevenson
R.

Arthur Ochs Sulzberger

John R. Stevenson
President

Arthur Ochs Sulzberger
Chairman of the Board

John

Counsel
Sullivan & Cromwell

The Museum of Modern Art

Chairman of the Board
The New York Times Company

Museum of Fine Arts, Boston
George Putnam

Donald B. Marron
President
Chairman
PaineWebber, Inc.

Los Angeles County Museum of Art

Daniel W. Belin
President of the Board of Trustees
Partner
McKenna, Conner & Cuneo

Cleveland Museum of Art

W. Whitehouse
Alton
Alton W. Whitehouse
President

George Putnam
President of the Board of Trustees
Chairman
The Putnam Management Company, Inc.

The Art Institute of Chicago

Marshall Field
President
Chairman
The Field Corporation

The Toledo Museum of Art
George

W.Haigh

George W. Haigh
President

Philadelphia Museum of Art
Robert Montgomery Scott

Robert Montgomery Scott
President
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Exhibit 3

Mission Statement

The mission of the National Gallery of Art is to serve the United States of America in a national role
by preserving, collecting, exhibiting, and fostering the understanding of works of art, at the highest possible
museum and scholarly standards.
Policies and procedures towards these goals are cumulatively set forth in the Gallery’s legislation,
bylaws, trustee action and staff guidelines. The following, general definitions are intended to explicate the
goals of the Gallery.

1. Preserving. The Gallery’s principal duty is to keep its collections intact for future generations and to
pass these on in optimum condition. To carry out this responsibility the Gallery strives to maintain effective
programs of security, environmental control, buildings maintenance, and conservation.
2. Collecting. The Gallery limits its active art collecting to paintings, sculpture, and works of art on paper,
from the late middle ages to the present, from Europe and the United States. Trustee policy allows the
Gallery to accept, in addition, other significant works of art in conjunction with major donations in the
primary areas of the Gallery’s collections.

3. Exhibiting. The Gallery is dedicated to putting its collections on view in Washington and by loan
elsewhere, as well as borrowing works of art for exhibition in Washington. As its collecting field is narrow
in comparison to the world’s art, the Gallery strives to supplement its own works with exhibitions of
material from other times and other cultures. At the same time balance is sought with exhibitions that
illuminate and reinforce its own collections. The highest standards of scholarship, maintenance, installation,
and interaction with the public all contribute to this critical exhibiting role.
4. Fostering Understanding. The Gallery’s role as an institution dedicated to fostering an understanding
of works of art operates on a broad spectrum. From advanced research conducted both at its Center for
Advanced Study and by its curators, to the dissemination of knowledge to its visitors and to the widest
possible student and general public, the Gallery is an educative institution. The Gallery also collects
materials for research related to its collections, as well as the history and appreciation of art in general. The
Gallery recognizes that not only the dissemination of information but the enhancement of the aesthetic
experience are essential to fostering understanding of works of art. Ancillary programs furthering its
aesthetic role, such as concerts and changing horticultural displays, have been part of the Gallery’s mission
virtually since its inception.
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Exhibit 4
Operating Budget

($ millions)
Federal funds

$48.5

% Of total

81%

($ millions)

% Of total

Salaries & benefits

$29.4

60.6%

Private funds

Utilities

4.5

9.3

Income fr endowment &

Special exhibitions

2.9

6.0

other investments

Renovation and

6.7

11%

4.6

8%

equipment

4.5

9.3

Total private funds

11.3

19%

Contracted services

5.5

11.3

Total operating funds

$59.8

100%

Other

1.7

3.5

Gifts and grants

Total

$48.5

100.0%
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EXHIBIT 5
BALANCE SHEET 30 SEPTEMBER 1991
(with comparative totals as of 30 September 1990)

Nonfederal
ASSETS
Cash, including amounts on deposits with
U.S. Treasury and interest-bearing
demand deposits (Note 2)

1991
Federal

Totals

1990
Totals

$ 3,234,813

$ 13,303,554

$ 16,538,367

$13,336,435

13,492,211

658

13,492,869

9,157,431

218,012,108

-

218,012,108

191,246,898

Publications inventory (Notes 1 and 5)

5,392,683

-

5,392,683

3,218,640

Deferred charges (Note 1)

3,494,957

1,956,831

5,451,788

1,830,634

78,567,991

22,025,359

100,593,350

99,957,300

$322,194,763

$37,286,402

$359,481,165

$318,747,338

$ 4,046,198

$ 8,305,561

$ 12,351,759

$ 8,638,362

Deferred grants and appropriations

11,172,387

1,956,831

13,129,218

5,635,965

Total Liabilities

15,218,585

10,262,392

25,480,977

14,274,327

917,298

-

917,298

2,531,044

41,491,469

-

41,491,469

41,390,946

185,999,420

-

185,999,420

155,253,022

4,998,651

4,998,651

5,340,699

288,408,187

4,998,651

233,406,838

204,515,711

78,567,991

22,025,359

100,593,350

99.957,300

306,976,178

27,024,010

334,000,188

304,473,011

$322,194,763

$37,286,402

$359,481,165

$318,747,338

Receivables (Note 3)

Investments (Notes 1 and 4)

Fixed assets (Notes 1 and 6)

Total assets
LIABILITIES AND FUND BALANCES
Liabilities:
Accounts payable, accrued expenses
and undelivered orders (Note 1)

Commitments and contingencies (Note 10)

Fund Balances (Note 7):
Funds for operations

Funds for special purposes
Endowment funds

Unobligated appropriations

Capital invested in fixed assets

Total fund balances
Total Liabilities and fund balances
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EXHIBIT 6

STATEMENT OF ACTIVITY OF THE FUNDS FOR OPERATIONS
FOR THE YEAR ENDED 30 SEPTEMBER 1991
(with comparative totals for the year ended 30 September 1990)

1991
Federal

Totals

1990
Totals

$48,450,675

$48,450,675

$40,638,810

3,871,500
3,032,010

-

3,871,500
3,032,010

3,463,108
4,660,444

1,638,831
2,615,305
145,930

-

1,638,831
2,615,305
145,930

1,120,483
1,405,624
286,673

65,783
11.369,359

48,450,675

65,783
59,820,034

117,667
51,692,809

1,761,408
405,073
4,956,770
199,222
1,070,140
494,917
448,305
9,335,835

5,259,743
1,750,622
2,928,831
965,877
2,061,367
3,185,987
164,809
16,317,236

7,021,151
2,155,695
7,885,601
965,877
2,260,589
4,256,127
494,917
613,114
25,653,071

5,780,835
1,889,260
8,526,133
951,097
2,041,902
3,652,636
465,760
411,486
23,719,109

401,273
829,605
717,972

11,664,736
9,125,692
6,712,597
96,600

12,066,009
9,125,692
7,542,202
814,572

10,989,931
8,134,818
6,465,536
568,262

1,948,850
11,284,685

27,599,625
3,837,310
696,504
48,450,675

29,548,475
3,837,310
696,504
59,735,360

26,158,547
901,005
661,662
51,440,323

$ 84,674

$ 252,486

Nonfederal
SUPPORT AND REVENUE
U.S. government appropriation
utilized (Note 1)
Return from endowment funds,
less $1,258,441 and $1,544,052 for
1991 and 1990, respectively, returned
to principal (Note 1)
Grants for special exhibitions
Operating funds utilized for
special exhibitions
Special purpose funds utilized
Interest income
Income from cafeteria, recorded tours,
and reimbursements
Total support and revenue

OPERATING EXPENSES
Programs:
Curatorial
Conservation
Special exhibitions
Editorial and photography
Research services
Educational services
Fellowships
Music
Total program expenses

Operations, security, and administration:
Operations and maintenance
Security
Administration, fiscal and legal
Development
Total operations, security
and administration
Renovation expenditures
Equipment expenditures
Total expenses
Excess of support and revenue
over expenses

$

$ 84,674

$
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EXHIBIT 7
STATEMENT OF CHANGES IN FUND BALANCES
FOR THE YEAR ENDED 30 SEPTEMBER 1991
(with comparative totals for the year ended 30 September 1990)
1992

1991
BALANCES
BEGINNING

OF YEAR

Funds for
operations
$2,531.044

Additions:
U.S. government
appropriation
received
U.S. government
funds provided for
prior years (Note 1)
Return form
endowment funds
restricted to special
purposes
Endowment fund
income returned to
principal
(Note 1)
1,258,441
Investment
income
Change in
investment
appreciation
(depreciation)
(Note 4)
Gifts and
bequests
Excess of support
and revenue over
expenses
84,674
Publications
revenue
Total additions
1,343,115

Non-Federal
Funds for spec . Endowment
Funds
purposes
>41,390,946
>155,253,022

One-year
Funds

-

41,685,402

Federal
No-year renova No-year special
exhibitions fund Totals
tion funds
>204,515,711
>3,060,026
>2,280,673

3,486,589

4,347,514

49,519,505

Totals
>208,780,477

41,953,000

72,414

72,414

5,092,112

2,323,733

5,092,112

4,671,856

1,258,441

1,544,052

2,323,733

2,771,139

2,097,883

22,420,145

24,518,028

(14,253,361)

7,676,441

4,001,723

11,678,164

10,361,719

84,674

252,486

9,331,419
103,878,490

10,553,696
57,854,387

10,719,929

10,719,929

8,868,662

9,728,088

9,728,088

9,746,229

351,243

351,243

266,787

1,638,831

1,120,483

2,615,305

1,405,624

49,933,967

40,707,443

9,331,419
26,521,588

26,421,868

Deductions:
Art purchases
Publications
expenses
Fixed asset
expenditures
Special exhibition
funds utilized
1,638,831
Fellowships, projects,
and other
Federal operating
expenses
obligated
Returned to U.S.
Treasury
Total
deductions
1,638,831
Transfers — In (out).
net (Note 7)
(1,318,030)

(3,006,500)

4,324,530

BALANCES, END
OF YEAR
$917,298

>41,491,469

>185,999,420

41,757,816

3,486,589

4,347,514

2,615,305

41,684,534

3,837,310

4,412,123

3,925
23,414,565

41,684,534

3,837,310

4,412,123

74,987,363

62,119,153

>73,282

$2,709,305

>2,216,064

$233,406,838

>204,515,711
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EXHIBIT 8

NOTES TO 1991 FINANCIAL STATEMENTS AND AUDITOR’S OPINION

Note 1. Summary of significant accounting policies
FUND ACCOUNTING—To ensure observance of limitations and
restrictions placed on the use of resources available to the
National Gallery of Art (the Gallery), the accounts of the Gallery
are classified for accounting and reporting purposes into
separate funds established according to their nature and
purposes. Separate accounts are maintained for each fund:
however, in the accompanying financial statements, funds that
have similar characteristics have been combined into fund
groups:
Operatingfunds, which include unrestricted and restricted
resources, are those expendable funds that support the Gallery’s
operations.
Funds for special purposes include the publications fund,
which is used to finance, in a revolving fund manner, the
production of catalogues, and other scholarly publications
directly related to the programs and collections of the Gallery.
Publications revenue and expenses are recorded as additions and
deductions respectively, in the statement of changes in fund
balances. Other funds for special purposes are primarily restrict
ed to art acquisitions, capital construction, and fellowships.
Endowment funds require in perpetuity that principal be
invested and that only the income be used. Permanent endow
ment funds are subject to restriction by donor, grantor, or other
outside party. Funds functioning as endowment are subject to
restriction by the Gallery’s board of trustees.
Federalfunds represent appropriations from Congress for
the operations of the Gallery. The Gallery receives “one-year”
appropriations, which, when not obligated or expended, are
retained by the Gallery for a period of five years prior to being
returned to the United States Treasury: and “no-year” appropri
ations for the repair, renovation, and restoration of its buildings
and for special exhibitions.
No-year appropriations are retained until expended.
UNDELIVERED ORDERS—In accordance with accounting princi
ples prescribed by the Comptroller General of the United States
as set forth in the Policy and Procedures Manualfor Guidance
of Federal Agencies the obligation basis of accounting used for
federal funds differs in some respects from generally accepted
accounting principles. Obligations, such as purchase orders and
contracts, are recognized as expenses and are carried as liabili
ties even though the related goods or services may not have
been received. Such amounts are included in undelivered order
and are available until expended. Nonfederal funds do not
account for undelivered orders.

ART COLLECTION — In conformity with accounting policies
generally followed by art museums, the value of art has been
excluded from the balance sheet. The Gallery acquires its art
collections through purchase or by donation-in-kind. Only
current year purchases, but not donations-in-kind, are reflected
in the statement of changes in fund balances.

INVESTMENTS—Investments are carried at current market value
based upon the last reported sales price at the end of the fiscal
year or, in the absence of a reported sale upon the average of
the bid and asked prices. Purchases and sales of securities are
reflected on a trade-dated basis. Gain or loss on sales of securi
ties is based on average historical value (cost of securities if
purchased or the fair market value at the date of receipt if
received by donation). Dividends and interest are recorded on
the accrual basis. In accordance with the policy of stating
investments at fair value the net change in unrealized apprecia
tion or depreciation for the year is reflected in the statement of
changes in fund balances (see Note 4).
PUBLICATIONS INVENTORY— Publications inventory is carried at
the lower of cost or market. Cost is determined using the retail
cost method.
DEFERRED CHARGES — Deferred charges represent expenses
incurred in connection with future special exhibitions and other
activities and are recognized in the period in which they occur.

FIXED ASSETS — The land occupied by the Gallery’s buildings
was appropriated and reserved by the Congress of the United
States for that purpose. No value has been assigned in the
accompanying financial statements. Buildings are recorded at
cost and depreciated on a straight-line basis over the estimated
useful life of fifty years. Equipment, furniture, and computer
software are also recorded at cost and depreciated on a straight-line basis over estimated useful lives ranging from five to
twenty-five years. Upon retirement of fixed assets the related cost
and accumulated depreciation are removed from the accounts
(see Note 6).

REVENUE RECOGNITION— Grants, gifts and bequests are recog
nized as support and revenue or additions to funds for opera
tions, special purposes, or endowment funds on the accrual
basis. Support and revenue received for future period is
deferred.
Contributions received by the Gallery in support of special
exhibitions occurring at one or more participating museums are
recorded as revenue to the Gallery to the extent that shared
costs are incurred by the Gallery.
Pledges for the purchase of works of art are recorded when
collected.
UNITED STATES GOVERNMENT FUNDS PROVIDED FOR PRIOR
YEARS — The National Defense Authorization Act of 1991
changed the accounting for expired accounts. Under this
legislation, agencies will account for unobligated balances of past
and current years.
OPERATING INCOME FROM ENDOWMENT FUND — Income
derived from investments of endowment funds is accounted for
as revenue of the appropriate operating fund or, if applicable, as
additions to funds for special purposes. It is the policy of the
board of trustees to limit the amount of dividends and interest
available for expenditure in operations in any year and to return
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unused income to the principal of the appropriate endowments.
In keeping with this policy, the amount of interest and dividends
available for expenditures is equal to 5.5% of the four-year
average market value of the invested funds. Total income
generated by endowments for operations was $5,129,941 and
$4,007,160 for the years ended September 1991 and 1990. Of
these amounts$3,871,500 and $3,463,108 was used for operating
purposes and, pursuant to the trustees policy noted above,
$1,258,441 and $1,544,052 was returned to principal for these
respective years.

ANNUAL LEAVE — The Gallery’s employees earn annual leave in
accordance with federal law and regulations. The cost of leave is
recorded as salaries expense only as leave is taken.

CONTRIBUTED SERVICES — A substantial number of unpaid
volunteers have made significant contributions of their time in
the furtherance of the Gallery’s programs. The value of this
contributed time is not reflected in these statements, since no
objective basis is available for determining the value of these
services.

In 1942 the Gallery under authority of an Act of Congress, made
a $5,000,000 permanent loan to the United States Treasury. This
loan bears interest at 1/4% below the average monthly rate for
longterm funds paid by the United States Treasury (ranging from
7.625% to 8.625% during the fiscal year 1991). Interest income
on this loan was $403,438 and $409,826 for the years ended 30
September 1991 and 1990 is as follows:

1991
Net increase (decrease)
in mkt value of invests
Realized gain on sale of
investments, net

1990

$19,950,648

#(19,812,216)

4,567,380
$24,518,028

5,558,655
$(14,253,561)

Note. 5 Publications inventory
As of 30 September inventory consists of the following:

RECLASSIFICATIONS — Certain amounts in the 1990 financial
statement have been reclassified for comparative purposes.

Note 2. Cash
The Gallery invests its excess nonfederal cash in money market
funds which are converted into cash as needed to meet the
Gallery’s obligations. Federal cash of $13,303,554 is on deposit
with the United States Treasury and represents appropriated
amounts not yet disbursed.

1991

Publications inventory
Work-in-process
Other

$3,208,847
1,834,499
349,337
$5,392,683

1990
$2,558,346
451,365
208,929
$3,218,640

Note 3. Receivables

Note. 6 Fixed assets

As of 30 September, receivables were composed of the following:

The Gallery has adopted Statement of Financial Accounting
Standards No. 93. “Recognition of Depreciation by Not-for-Profit
Organizations” which requires the recording for depreciation of
long-lived tangible assets. The effect of the retroactive adoption
is to reduce the capital invested in fixed assets fund balance by
$46,199,707 as of 1 October 1990.
Depreciation is charged directly against “capital invested in
buildings and equipment and is excluded from the statement of
activity of the funds for operations and statement of changes in
fund balances. Depreciation in the amount of $3,768,428 in
1991 is comprised of $2,458,922 of nonfederal funds and
$1,309,506 of federal funds.
Buildings and equipment consist of the following as of 30
September:

1991

Grants and reimbursements
Due from brokers on sales
of securities
Accrued investment income
Other
Total

1990

$6,531,729

$4,332,888

4,058,135
2,462,491
440,514
$13,492,869

1,683,799
2,937,565
03,179
9,157.431

Note 4. Investments
As of 30 September the Gallery’s endowment and other special
purpose funds were invested as follows:

Cost
Loan to US
Treas $5,000,000
US govt
obls
87,049,248
Cash
equivs 9,023,886
Bonds &
notes 32,014,753
Common &

prd stk 69,745,515
Total $202,833,402

1991
Mkt Value

Cost

1990
Mkt Value
Nonfederal

$5,000,000

$5,000,000

$5,000,000

90,488,254

93,905,590

93,835,414

9,023,886

9,614,275

9,614,275

32,840,459

44,713,932

43,302,153

80,659,509
$218,012,108

42,785,043
$196,018,840

39,495,056
$191,246,898

Bldgs $122,215,656

1991______________________
Federal
Total funds

1990
Total funds

$11,288,317
24,175,811

$133,503,973
27,192,780

$133,334,107
25,340,713

2,637,089
38,101,217

2,818,049
163,514,802

443,104
159,117,924

Less accum
dprc (46,845,594)

(16,075,858)

(62,921,452)

(59,160,624)

Total

$22,025,359

$100,595,350

$99,957,300

Equip
3,016,969
Const-inprogress 180,960
125,413,585

$78,567,991
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Note 7. Nonfederal fund balances

Note 10. Commitments and contingencies

Nonfederal funds include the following as of 30 September:

The Gallery entered into an opening lease for a warehouse
beginning 1 November 1988. The Gallery has the right to cancel
this lease upon twelve months written notice to the lessor as of
the end of the initial five years. Future minimum rental commit
ments under this lease at 30 September 1991 are approximately
as follows:

1990

1991
Funds for operations
Funds for special purposes:
Accumulated income, gifts, grants,
and bequests available for:
Art purchases
Capital construction
Publications
Fellowships and other projects
Total funds for special purposes

$917,298

$2,531,044

17,874,556
7,705,054
13,480,695
2,431,164
41,491,469

16,502,582
6,764,236
15,601,675
2,522,453
41,390,946

Endowment funds:
Endowment funds, the income
of which is available for:
80,224,498
Restricted purposes
Gallery operations
72,011,859
Funds functioning as endowment funds,
the principal and income of
which are available for:
21,478,016
Special purposes
Unrestricted purposes
12,285,047
Total endowment funds
185,999,420
Total nonfederal funds
$228,408,187

75,503,317
59,908,563

For the year ending
30 September

1992
1993
1994
Total

Federal
fund

Publications
fund

>272,000
280,000
23,000
$575,000

>116,000
120,000
10,000
>246,000

The terms of the lease include additional rent for operating
expenses, real estate taxes, utilities, and maintenance. Rent
expense on the above lease was approximately $465,000 for the
year ended 30 September 1991.

8,961,699
10,879,443
155,253,022
>199,175,012

Interfund transfers-In (out) for the year ended 30 September
1991 included:
Funds
for
operations

Funds for
special
purposes

Endowment
funds

Board designated transfer
> Endowment fund income
ret to prncpl
(1,258,441)
Other
(59,589)
Tot trans amg fnds $(1,318,030)

>(3,000,000)

>3,000,000

(6,500)
>(3,006,500)

1,258,441
66,089
>4,324,530

Coopers
& Lybrand

Certified Public Accountants

Report of Independent Accountants

Note 8. Retirement benefits
All permanent employees of the Gallery hired prior to 1 January
1984, both federal and nonfederal, participate in the Civil
Service Retirement System (CSRs) and those hired subsequent to
1 January 1984 participate in both the Social Security Retirement
System and the new Federal Employees Retirement System
(FERS) which went into effect 1 January 1987. Under FERS,
employees have the option to make tax-deferred contributions
to a Thrift Savings Plan and in some instances receive a matching
portion from the Gallery.
The Gallery funds all retirement contributions on a current
basis and accordingly there are no unfunded retirement costs.
Total pension expense of the Gallery was approximately
$2,956,000 and $2,564,000 for the years ended 30 September
1991 and 1990 respectively.

Note 9. Income Taxes
The Gallery is a nonprofit organization exempt from federal
income taxes under the provisions of 501(c)(3) of the Internal
Revenue Code and the applicable income tax regulations of the
District of Columbia.

To the Board of Trustees of
The National Gallery of Art
We have audited the accompanying balance sheet of
National Gallery of Art (the "Gallery") as of September
1991, and the related statements of activity of the funds
for operations, and changes in fund balances for the year
then ended. These financial statements are the responsibil
ity of the Gallery's management. Our responsibility is to
express an opinion on these financial statements based on
our audit. We previously audited and reported on the finan
cial statements of National Gallery of Art for the year
ended September 30, 1990, totals of which are included in
the accompanying financial statements for comparative
purposes only.
We conducted our audit in accordance with generally
accepted auditing standards and generally accepted gov
ernment auditing standards. Those standards require that
we plan and perform the audit to obtain reasonable assur
ance about whether the financial statements are free of
material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes
assessing the accounting principles used and significant
estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to
above present fairly, in all material respects, the
financial position of National Gallery of Art as of
September 30,1991, and the results of its operations for
the year then ended in conformity with generally accepted
accounting principles.
As discussed in Note 6 to the financial statements, the
Gallery adopted the provisions of Statement of Financial
Accounting Standards No. 93 by recognizing depreciation on
buildings in 1991.
Coopers & Lybrand

Washington, D.C.
December 30, 1991

Copyright 1992 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

Case No. 92-03: National Gallery of Art ♦ 20

AICPA Case Development Program

National Gallery of Art
TEACHING NOTES
William Geary, Associate Professor
College of William and Mary, Williamsburg, Virginia

Gary Shaw, Assistant Professor
College of William and Mary, Williamsburg, Virginia
Dale Rinker, Comptroller
National Gallery of Art, Washington, DC

Jean Wyer, Director
Coopers & Lybrand, New York, New York

INTRODUCTION
This case was written to be used in a variety of settings and at differing levels of depth. By varying
discussion questions, the instructor can decide which topics to emphasize. By varying the requirement for
the use of outside research materials, the instructor can decide how deeply the topics will be explored.
In an introductory accounting course (either graduate or undergraduate) the case can be used to
explore some or all of the following topics:

1.

The standard-setting process that produces generally accepted principles of accounting;

2.
3.
4.
5.

The
The
and
The
The

6.

The application of accounting principles in a not-for-profit environment.

use of a benefit/cost standard to evaluate accounting information;
conflicts associated with generating financial information that is simultaneously relevant, reliable,
affordable;
subjectivity that is inherent in the accounting model;
conflict between uniformity in accounting and situational relevance;

In a higher-level financial accounting course (either graduate or undergraduate), the case can be used to
encourage students to go beyond introductory concerns:

1.

To examine the critical importance of the definitions of key terms such as assets, economic resources,
and unconditional pledges;

2.

To read original source material issued by the FASB as well as articles in professional journals to more
fully develop the technical issues that are at stake in the debate;
To extend the case by documenting the current position of the FASB;
To evaluate the consequences of not complying with a promulgated standard;

3.
4.
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To assess the effectiveness of the FASB as a policy making body;
To debate the wisdom of applying commercial accounting practices to the not-for-profit environment.

Outside of the accounting program, the case provides excellent exposure and a wide variety of discussion
issues for students of financial management in museums and other not-for-profit organizations. In addition,
the case has been used by Professor Shaw in a management communication course.
CLASS DISCUSSION
The authors recommend opening the class discussion with a focus on the National Gallery of Art. The
National Gallery is an organization of world renown and it is likely that some students in the class will have
been there. Students who know the National Gallery can help convey information about the extent of the
holdings and the extraordinary quality of the collection.
Students should not find it difficult to identify with Dale Rinker in his role as comptroller. Dale is
concerned with financial reporting and management control. The instructor can stimulate the discussion
at this level by offering questions such as: Who are the “stakeholders” in the National Gallery? What is
the nature and purpose of financial information prepared for use by third parties? Who pays the cost and
who gains the benefits?
After the students have gained an appreciation for the context of the case, the discussion can move to
the standard setting process and the FASB. Depending on the instructor’s goals, coverage of this topic can
range from a review of the material provided in the case to a much more extensive examination of the role
and history of accounting policy formulation in the United States.
The FASB is engaged in a continuous process of review and self-scrutiny. Currently the Board is
discussing improved standard setting in terms of selectivity, simplicity, and speed. Ample information about
the FASB and the standard setting process is readily available to students through texts, journals, and FASB
publications.
With an understanding of the context and some insight into the standard setting process, the students
will be ready to tackle the reporting issues. The best place to start is with the question “Should the
National Gallery put its art collection on the balance sheet?” Depending on the preferences of the
instructor, students (working individually or as members of a group) can be assigned positions to defend.
Alternatively, the instructor can enlist the aid of the class in preparing a listing of pros and cons on the
blackboard.
In discussing the question of art on the balance sheet, the most generally accessible arguments against
capitalization will revolve around the problems of obtaining a valuation, the reliability of the valuation once
obtained, the problems of aggregation, and the cost. These are issues worthy of full discussion. Art values
are notoriously subjective and volatile. The National Gallery’s problem of combining historical values with
current values serves to amplify the issues of measurement error that apply to aggregated values on
commercial balance sheets. When is a greater problem of measurement error considered to be an
insurmountable problem? In assessing the cost of putting art on the balance sheet, students should also
consider the cost of the attest function.
More sophisticated arguments against capitalization spring from the comments contained in the letter
to the FASB from the nine museums. Advanced students can be expected to identify these issues. To
prompt the discussion the instructor might ask the class: “how can it be said that some of single the most
valuable items on the planet are not assets?” and, “what is the difference between a resource and an
economic resource?”
Unless students have been given an advance assignment to argue on behalf of the
case for capitalization, the instructor should come prepared to help make the case for the FASB (even
though the Board no longer insists on capitalization, they once held this view). It is likely the FASB will
continue to permit museums to choose capitalization. The case for capitalization rests on the principle of
promoting comparable information between reporting entities, the revenue recognition principle, and the
disclosure principle. A belief in the importance of disclosing economic information thought to be important
in the allocation and conservation of resources is a deeply held value in financial reporting.
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While the controversy about art on the balance is likely to engender lively debate, it is important to
follow the standard setting process through the end of the case. The FASB is not going to require
capitalization but they may well require that current contributions be reported as revenues. Will this make
it harder for the National Gallery and other museums to gain support from the public and major
contributors? Will a contribution of art to the permanent collect swell the report of current period
revenues for the accounting period and create the appearance of plenty when the museum is struggling
to find adequate resources to keep the doors open to the viewing public? Finally, students should see
clearly that a policy to recognize revenue but not to capitalize the permanent collection is a compromise.
Is this a compromise that makes sense or is this a political concession to an aggressive lobby effort?

REFERENCES AND OTHER COMMENTS
In December, 1991, Accounting Horizons published an article by Alan S. Glazer and Henry R. Jaenicke
entitled “The Conceptual Framework, Museum Collection, and User-Oriented Financial Statements.” This
is an exceptionally thorough and well written article that provides an in-depth theoretical perspective. This
article is highly recommenced as a source of background reading for both students and faculty. While the
article is based on an excellent research report published by the American Association of Museums in
Washington, D.C., only those seriously interested in the subject will find it necessary to go beyond the
journal article.
The periodical Museum News is an excellent source for additional background reading. Also, The New
Yorker (September 3, 1990) published a profile of J. Carter Brown, the former director, that provides an
interesting perspective on the history of the National Gallery and Mr. Brown’s 32 years with the
organization.
Forthose instructors interested in extending the discussion of valuation problems into more theoretical
directions, students can be asked to consider problems associated with valuing an art portfolio. Grouping
paintings together by artist or style or period, for example, changes the focus from the value of a single
painting to the value of paintings taken as a group. Any collector will be quick to recognize the importance
of this phenomenon when collections rather single items are being valued.
For those instructors interested in extending the discussion of valuation problems into more futuristic
directions, students can be asked to consider the valuation consequences of innovations such as laser discs
and virtual reality. A tired slide viewed from the back of an art history class might enhance rather than
diminish a desire to experience the work of art first hand. How will new methods of projection and
experience affect the appeal of art museums and the subsequent value of their collections?
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BACKGROUND

FineFabriks, Inc. is a midsize manufacturer of textile products headquartered in a small city on the North
Carolina-Virginia border. Its main product lines are cotton and cotton-blends. Many of the company’s
middle- and upper-level management personnel have been with the company for a long time, and it’s not
unusual for retirees to have been with FineFabriks for their entire careers. Contributing to FineFabriks role
as a leader in the industry is its ability to develop successful new products, such as new weave styles and
new print designs. While company profits showed slight but steady increases over most of the company’s
history, in the last five years or so they have been unpredictable with one year even showing a loss (see
Figure A).
FineFabriks’ profit picture may have been affected by its decision not to buy into some of the significant
technological advancements that occurred in the textile industry in the 1980’s. The biggest development
was new equipment that could change from producing one color fabric or type of weave to another in a
fraction of the time it had previously required, making it possible to change colors or weaves almost
immediately in response to customer demand. Thus, a company with the new equipment would benefit
by having significantly reduced set-up costs as well as by being able to be more responsive to the needs
of their customers. However, in spite of the benefits of the new equipment, FineFabriks, like many other
established companies, felt the cost of purchasing and installing it was prohibitive and thus decided not
to make the changeover.
In September, 1991, FineFabriks acquired CuttingEdge Co., a relatively new one-plant, privately-held
manufacturer that had taken full advantage of the innovations in machinery design developed in the ’80’s.
CuttingEdge’s principal product is Lyco, a revolutionary new fiber used primarily in women’s clothing.
When combined with cotton or linen, Lyco gives the wearer the best of both worlds: a fabric that
“breathes” but that doesn’t wrinkle, can be machine washed and dried, and doesn’t fade after repeated
washings. Demand for this fiber has increased rapidly since its introduction in late 1987. Over its short
eight-year life, CuttingEdge has had a remarkable history of earning profits in excess of even the leading
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companies in the industry, partly at least because of its state-of-the-art equipment and technology. Prior
to the acquisition, its profits for 1991 showed a 200% increase over the same period in 1990, and 1990’s
profits were twice what they were in 1989.
After the acquisition, FineFabriks eliminated the top management positions of CuttingEdge but left the
remainder of the organizational structure pretty much as it was, allowing the plant to continue producing
Lyco. The acquisition was expected to improve FineFabrik’s profit picture in 1992 and thereafter.
FineFabriks has made few major changes since 1970 in its organizational structure, its accounting and
costing policies, or its employee incentive policy (see Organizational Chart). One change it did make was
to install a new computer system a few years ago. This newsystem enabled information to be entered more
efficiently, since terminals are now located in all departments and department heads can input data about
their area from these terminals. The system also allows department heads and other management personnel
to extract virtually any information they desire from the system to prepare periodic reports for upper-level
management. While the system has the capability to validate any information extracted from it, it is not set
up to dictate specifically what information should be used for a given purpose. This decision is left to the
individual preparing the various reports required by upper management. Information on material usage
and labor hours worked are entered daily by production department heads. Overhead items are entered
in the system when costs are incurred; predetermined overhead rates are in the system and accessible when
reports are prepared.
Top management historically have felt they were well informed about all important aspects of the
company, both financial and operating. They have stressed to department managers the importance of
keeping top management up-to-date on company business. In keeping with this they require monthly
reports from all production department heads. Before the new computer system was installed, much of
this reporting was done orally, with top management and production/auxiliary personnel sitting around
the conference table discussing last month’s results. When the new computer system was installed, much
of the information that previously had been shared at the monthly meetings was now able to be quickly
and easily generated by the computer. As a result, top management discontinued most of the meetings and
began requiring monthly paper reports from the various departments. Production departments report
product costs and production levels, the sales department reports sales figures and the auxiliary
departments such as personnel, maintenance, etc. report relevant information about their departments.

THE ISSUES
It is now early in 1993 and top management has just received a copy of the financial statements for 1992.
They are shocked by the low net income figure that appears on the income statement. Of particular
concern is an item on the statement entitled “Loss due to market decline of inventory,” an item with which
they are unfamiliar and which had never before appeared on their statements. The monthly sales reports
showed sales for 1992 (in terms of number of yards sold) to be higher than last year; the monthly
production reports showed favorable production figures; and reports from the auxiliary departments
showed 1992’s operating expenses to be in line with budgeted figures. Additionally, the acquisition of
Cutting Edge was expected to boost profits. Since top management had always felt they were “on top” of
what was going on in the company, they wonder where the lines of communication failed and what gave
rise to these unexpected results.
Further investigation revealed the following. Early in 1992, a competitor began producing an improved
blend of Lyco and cotton, which was an immediate success and which sold for $4.05/yard. Since the
Lyco/cotton fabric had been one of FineFabriks major product lines, FineFabriks had a warehouse full of
the “old” blend. Due to the popularity of the new blend, sales of the old declined significantly for both
FineFabriks and other manufacturers selling this same blend. FineFabriks realized they would have to cut
their selling price for the old blend from $3.75/yard to $1.80/yard in order to be able to sell the fabric. The
old blend cost FineFabriks $2.20/yard to manufacture. In February 1992, when FineFabriks recognized the
need to cut their selling price, they had approximately 3,200,000 yards in stock.
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Fortunately for FineFabriks, their Research and Development department was strong and they were able
to quickly make the changes necessary to begin producing the new blend. In fact, by October, 1992 they
were up to full production and had begun selling the new product. Thus, sales figures for the year ended
up being close to what was budgeted. While top management was aware of the new product and the
decline in demand for the old, none of the monthly reports submitted to them made explicit reference to
the cost/quantity information just described. This omission was not intentional on the part of production/auxiliary personnel; rather it was a result of a lack of communication between top and middle
management. Since FineFabriks had not had problems with inventory obsolescence in the past, the reports
were not designed to include such information and no department was given the responsibility of passing
this information along to management.
Secondly, during the 1992 year-end audit performed by Jamie Rollins representing the Jamison Rollins
CPA firm, the auditor suspected that all was not well with the management bonus figures shown in the
accounting records. Since Jamie’s company had just recently been hired to conduct the annual audit, he
was not really familiar with company policy regarding bonuses. He became concerned when 1992 showed
a very small profit in spite of the expectations that CuttingEdge would boost profits. Still, bonuses seemed
to be in line with what they had been in the past. He found it even stranger that past bonuses for
production managers had been fairly stable, even though profits over the last five years had been erratic.
He discovered that production managers’ bonuses were a percent of the difference between budgeted
amounts and actual amounts for each department (assuming the actual amounts were favorable when
compared to budgeted figures). He suspected some budget manipulation was being done by these
managers to ensure they received their “fairshare” in the form of bonuses. Additionally, he found that
year-end bonuses for top management were a fixed percent of their annual salary (see Figure A). Of
particular interest to him was the fact that production managers at the former CuttingEdge plant received
no bonuses, even though it appeared that their plant was operating more efficiently and productively than
the other three plants.
His investigation revealed that even though company policy lets production managers have pretty much
of a free hand in preparing their department’s budget, the managers associated with CuttingEdge had their
budgets prepared for them by longtime employees of FineFabriks. Top management said they did this
because CuttingEdge managers had not been with FineFabriks long and they might not be adept at
budgeting since none of them had prepared budgets before the acquisition. However, because FineFabriks
employees were unfamiliar with CuttingEdge’s equipment and processes, and because they had been told
that CuttingEdge’s equipment was state-of-the-art, they had materially underestimated setup and run times
when they prepared the 1992 budgets. This resulted in an overall underestimation of manufacturing costs
in these departments.
Former CuttingEdge production managers did not protest the budgetary process initially because they
were not fully aware of the bonus policy and had not prepared budgets in the past. Besides, they had
enough other changes to deal with as a result of the acquisition and associated management changes. Even
though they operated as efficiently as they had in the past, their costs exceeded what was budgeted and
they received no year-end bonuses. When they heard managers in other departments and at other plants
talking about their bonuses, they became angry and felt they were victims of the system. They felt that since
they had not participated in the budgetary process, they should not suffer as a result of the “phantom”
production cost variances which resulted in their overall cost figure exceeding what was budgeted.
Probably as a result of the many years of steadily increasing profits (prior to 1987), top management
of FineFabriks had become very complacent about productivity and profits and adopted a “leave well
enough alone” attitude. They saw no reason to question either the budgets developed by the different
departments or the bonus policy and resulting bonus amounts (after all, they were still receiving their
bonuses!) However, after this year’s results were reported, management feels they need to reexamine
several aspects of the business. Of particular concern are the budgeting policies, the bonus policies and
the means by which top management are to be kept informed about what is going on both internally and
externally.
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REQUIRED:

1) Inventory Valuation:
a) At what value should the inventory of the old blend of Lyco and cotton be carried in the
accounting records? Explain why.

b) What, if any, disclosure concerning the valuation of this inventory should appear in the notes to
the financial statements?
2) Bonus Policy:
a)

Is FineFabrik’s bonus policy “typical”?

b) Why do you think the auditor is concerned about the bonus figures and what problems do you see
with the bonus policy as it currently exists?
c)

What changes would you recommend to the bonus policy and why are you recommending them?

d) Who is most likely to be affected by the changes recommended in “c” above and in what way will
these people be affected?
3) What suggestions do you have for top management regarding their involvement with the
budget process?

4) What do you think was the major factor contributing to the low profits reported on 1992’s
income statement?
5) What steps could top management take to improve the quality of information they receive and
to preventfuture year-end surprises? (Recall that top management expected 1992’sprofits to
be much higher than they were, and that they received the required monthly reportsfrom all
departments.)
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FIGURE A
FINEFABRIKS, INC.
RESULTS OF OPERATIONS
*
FOR THE YEARS ENDED DECEMBER 31, 1989, 1990 and 1991

**
1991

Operating
Revenue

1990

1989

$752,964

$684,808

$667,397

Cost of Goods Sold

$618,282

$585,274

$552,680

Selling & Administrative

$ 74,802

$ 68,768

$ 65,241

Depreciation

$ 20,789

$ 20,586

$ 19,792

Bonuses
Top Management
Production Mgmt.

$ 5,612
$ 7,593

$ 5,510
$ 6,287

$ 5,285
$ 6,851

Total Operating Expenses

$727,078

$686,425

$649,849

Income Before Tax

$ 25,886

<$ 1,617>

$ 17,548

Operating
Expenses:

* Figures in thousands
** Does not include results of operations for CuttingEdge in 1991.
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The textile industry was chosen as the setting for this case since it has played a prominent role in the U.S.
economy for a long period of time and since mergers/acquisitions and foreign competition in the industry
have been newsworthy items recently.
FineFabriks is a well-established textile manufacturer that has recently acquired CuttingEdge, a small
privately-held company that manufactures one type of fabric, Lyco. The acquisition resulted in significant
changes for CuttingEdge, including loss of its top management. Production management, however,
remained unchanged. Also, since FineFabriks bases production bonuses on the amount by which budgeted
cost figures exceed actual cost figures, the former CuttingEdge production managers are now subject to
that same policy. Budgets for 1992 at the newly-acquired plant were prepared by long-time employees of
FineFabriks. Unfortunately, these budgets contained unrealistically low cost figures. Since actual costs
exceeded budgeted figures, production managers of the former CuttingEdge plant received no year-end
bonuses. These managers became quite upset when they learned that production management at all other
plants prepared their own budgets and they all received year-end bonuses.
Additionally, the company has recently changed from a manual centralized system of accounting for
costs, etc. to a decentralized computerized system. As the changeover was made, little regard was given to
other changes that would be necessary in the process. The result was that, on paper, it seemed top
management was getting the same information as it received under the old system; in reality, at least one
major item, a decline in value of a large quantity of inventory, was overlooked. Since this firm’s top
management prided themselves on being “on top” of all aspects of the company, they were shocked when
they received the year-end financial statements that showed a much lower profit than they had expected.
The writedown of the inventory to its market value was a major factor in the lower-than-expected profits.

Copyright 1992 by the. American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

AICPA Case Development Program

Case No. 92-04: FineFabriks, Inc. ♦ 8

OBJECTIVES:

1) To increase understanding of the Lower-of-Cost-or-Market rule by presenting students with a situation
whose facts indicate the specified inventory should be written down to market.

2) To analyze existing budgetary and bonus policies, to evaluate the appropriateness of those policies and
to formulate feasible changes to existing policies.
3) To increase understanding of accounting information systems by having to recognize problems and
make recommendations relative to that system. Also, to increase appreciation of the need for a quality
internal communication system.

4) To illustrate the importance to management of staying “on top” of internal events/happenings, even
when the business appears to be prospering.
5) To improve analytical thinking/problem-solving skills by presenting the facts of the case in such a way
that the problem itself is not spelled out, thus requiring the student to think through the facts
presented, identify the problem, and then reach closure on the issue. For example, students are not
specifically told they are dealing with a LCM situation; rather they are given sufficient information to
lead them to consider this. It is then up to them to decide if, in fact, a writedown of inventory is
appropriate and if so, how it should be handled in both the accounting records and financial
statements. The other issues—the bonus policy, budgetary procedures and the design of the internal
information system —are handled in a similar fashion.

STRATEGY SUGGESTIONS
The use of the case method has been advocated as a means of improving problem solving/analytical
thinking skills. Thus, as solutions to the case are analyzed, the reasoning and thought processes used by
the students should be given careful consideration. While the actual solution or answer given by the
students is important, the way they got their answers should be given careful consideration as evaluations
are done. To obtain maximum benefit, the following format is suggested: (1) students read the case
outside class and possibly even write out a solution which will be collected prior to the discussion of the
case, (2) students discuss the case in small groups, either in or out of class, (3) the class discusses the case.
If the professor wants to have the students write out the solution to the case for homework and also wants
the students to have a copy in hand during the discussion, the students can be instructed to prepare two
copies of their responses — one to turn in and one to keep in hand during the discussion.
The scenario used in this case should allow for the case to be expanded to include other issues with
relative ease. With the addition of brief paragraphs or sections, a series of cases revolving around a central
theme could be developed and used over the course of a semester/quarter or used over several
semesters/quarters to introduce continuity in the curriculum. Likewise, if a shorter case were desired, some
information could be omitted and fewer issues could be considered. For example, the data entry/retrieval
and the bonus issues could be deleted and the LCM issue could be the focal point.

SUGGESTED SOLUTION AND DISCUSSION POINTS
1) a.

Generally accepted accounting principles dictate that if inventory declines in value, for whatever
reason, to an amount less than its original cost, it should be written down to reflect this lower
value. This departure from the historical cost principle is referred to as the lower of cost or market
rule (LCM) and states that inventory should be valued at its “current realizable value.” Thus, since
the inventory of the old blend cost $2.20/yard to manufacture and now could sell for only
$1.80/yard, a writedown of $.40/yard is in order. There were 3,200,000 yards of fabric in inventory
when the decline in value occurred; therefore, a writedown of $1,280,000 (3,200,000 x $.40)
would be necessary, reducing the value of this inventory to $5,760,000 (3,200,000 x $1.80).
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Since there are two approaches for applying the LCM rule, the direct and the indirect or
allowance, the approach chosen will determine which figures actually appear in the accounting
records. If the direct method is used, the market value figures are simply substituted for the old
cost figures. This would result in a single figure appearing relative to this inventory ($5,760,000).
On the other hand, if the indirect method is used, an allowance account is set up in which the
dollar amount of the write down is recorded ($1,280,000). The value of the inventory account
remains at its original amount of $7,040,000 (3,200,000 x $2.20). It should be noted that regardless
of the method chosen, the net value of the inventory is the same.

b.

The notes should indicate that inventories are carried at the lower of cost or market.

2) a.

No. Most bonus policies are dependent on a company’s net income. Bonuses are typically given
only when profits are earned and are usually proportional to those profits.

b.

It appears that regardless of whether or not the company earned a profit, top and middle
management received bonuses. If bonuses are not related to profits or other performance
measures, the bonus should then be considered additional wages and probably be so classified.
By basing bonuses upon a percentage of salary, as they were for top management, or by basing
them on the amount by which cost figures fell below arbitrarily developed budget figures, the
motivational impact of bonuses is ignored. This sanctions inefficiency in day to day operations.

c.

If the company hopes that bonuses will help stimulate growth and profitability, then those
individuals who make a positive contribution should be rewarded. Bonuses should be tied to
profits, productivity, or efficiency in order to motivate employees to do, or at least try to do, a
good job.

d.

Both top management and unproductive/inefficient production management would be affected.
Currently, top management bonuses are a percent of their salary. If the policy were changed so
that bonuses were tied to net income (or some other performance criteria) then bonuses would
not be guaranteed but would depend on profitability. Production managers would no longer be
able to create arbitrary budgets that insure bonuses. By basing these managers’ bonuses on
productivity, the bonus structure for this group would probably be drastically altered, with some
managers receiving no bonuses and others receiving larger bonuses than they did in the past.

3) Top management needs to involve all affected management personnel in the budgeting process. The
reason for this is if certain sections of the management team are left out, their loyalty or sense of
dedication toward the budgetary process would probably diminish. Additionally, this approach keeps
management informed of and involved in various operational aspects of the firm. Gamesmanship and
other destructive behavior could arise if all levels of management do not participate, thus limiting the
effectiveness of not only the budgetary process but also the bonus system.
4) The writedown of inventory of $1,280,000 was a major factor in 1992’s profit picture. Also, even
though profits were fairly low in 1992, bonuses were not reduced accordingly. Thus, the bonuses for
1992 also contributed to the disappointing profit picture.
5) With the introduction of the new computer system and the acquisition of CuttingEdge, a global look
needs to be taken at the total operation of FineFabriks. Top management needs to develop a real-time
system of variance reporting that would highlight potential or real concerns that might affect the net
income figure. These variances should be “real” rather than “phantom” variances. That is, budgets
should be realistic and variations from these figures should be measured and reported. In the past,
FineFabriks had allowed production managers to put virtually anything in their budgets, making
comparisons between actual and budgeted figures virtually meaningless.

Additionally, all possible potential problems need to be identified and a means of detecting each
developed. This could be done by developing categories of potential problem areas, identifying individuals
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who might have control over the problem or might have knowledge that the problem exists, and
establishing a means of communicating this information to management. In many cases, an objective third
party, such as an outside consultant, is best equipped to make an evaluation of these issues.
SUGGESTED BACKGROUND READINGS
Any current Intermediate Accounting text

Any current Cost Accounting text
COURSES FOR WHICH CASE IS APPROPRIATE

Intermediate Accounting

Cost Accounting
Advanced Accounting
Note: Knowledge of the lower of cost or market rule and some basic knowledge of bonuses and budgeting
are necessary for successful completion of this case.
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MARK TO MARKET ACCOUNTING:
THEORY, POLITICS AND ECONOMIC CONSEQUENCES
Paul Kimmel, Assistant Professor
University of Wisconsin — Milwaukee

Jerry Kuhn, Partner
Ernst & Young, Milwaukee, Wisconsin

Terry Warfield, Assistant Professor
University of Wisconsin — Madison

Susan Smith was recently appointed as a project manager for the Financial Accounting Standards Board
(FASB). Previous to this appointment she graduated with a B.S. in Accounting, spent three years in public
practice, two years in industry, and eight years as a member of the FASB’s Research and Technical Activities
Staff. Her first assignment in her new position is to oversee the FASB’s project on market value accounting.
As project manager she will: 1) supervise collection of relevant information, 2) invite and give consideration
to views of many different constituencies and 3) endeavor to develop a compromise proposal which is
acceptable to at least five (of seven) FASB board members, so as to result in adoption by the Board. She
has asked her staff to gather the relevant background information on the proposal.
Smith is excited about her new assignment because market value financial statements represent a
revolutionary departure from financial accounting’s traditional reliance on historical cost. Although the
current proposal is limited to focusing primarily on market value accounting for financial instruments,
successful implementation of market value accounting for financial instruments could result in its mandated
adoption for other balance sheet items. Thus the project’s potential impact is very broad. In addition, the
project is important because of its possible effect on an industry critical to the U.S. economy—financial
institutions, the majority of whose balance sheets are primarily comprised of financial instruments. (We use
the terms ‘banks,’ ‘S&Ls,’ and ‘financial institutions’ interchangeably.) Recent financial institution failures
resulted in criticism for Congress, bank regulators, bankers, accounting regulators, and auditors. While all
of these parties wish to avoid future failures, they differ on the merits of mark to market accounting and
whether it can play a role in averting future banking crises.
In addressing this complex issue Susan is guided by the FASB’s Conceptual Framework which describes
the objectives and constraints of financial accounting. The primary objective is to provide relevant and
reliable information to financial statement users. This objective must be met within the constraint that the
cost to the preparer must not exceed the benefit to the user. In order to best accomplish this, and to
ensure that all affected parties have an opportunity to voice their concerns, the FASB follows an elaborate
due process procedure.
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This process involves issuing Discussion Memoranda, holding public meetings, issuing exposure drafts
of proposed rules, and inviting comment letters. A potential advantage of due process is that by considering
the concerns of all constituencies the resulting standard may be more readily accepted by all. However,
the FASB is often placed in the difficult position of having to weigh the importance of sound accounting
theory against potentially negative economic consequences to particular constituencies. The following
report, prepared by Susan’s staff, begins with an overview of market value accounting. It then summarizes
the positions argued by all identified constituencies.

MARKET VALUE ACCOUNTING

Market value accounting, or marking to market, refers to the practice of adjusting assets and liabilities to
the value at which the item would be sold or settled in an “arms length” transaction between two willing
parties. For decades accounting theorists have debated the merits of historical cost versus market value
accounting. The competing arguments can be viewed as a debate of the relative merits of the Conceptual
Framework’s two prescribed primary qualities of useful information: relevance and reliability. Market value
proponents argue that historical cost’s emphasis on past transactions results in financial statements which,
however reliable, lack relevance because they fail to reflect changes in value in the period in which they
occur. They argue that periodic adjustments to market would better reflect the impact on the firm of
economic events occurring during that period, thus allowing a better assessment of the effectiveness of
management’s strategies. In contrast, proponents of historical cost argue that because market value
accounting is not supported by actual “arms length” transactions it lacks the reliability of historical cost.
They conclude that because these numbers can not be easily verified they will be subject to management
distortion, and thus be of limited usefulness to financial statement users.
To illustrate the differences between market value and historical cost accounting, consider a bank
which has two investments, A and B, each purchased at a cost of $1,000 at the beginning of year 1. At the
end of year 1, security A has a market value of $800 and security B has a market value of $1,100. Under
historical cost, if neither security is sold, both securities are reported at year end at their historical cost
($2,000 total) and there are no income effects. Under mark to market accounting, security A would be
written down by $200 and security B would be written up by $100 and income would reflect a $100
holding loss.
Adoption of market value accounting would require resolution of a number of implementation issues.
First, the FASB will have to decide how to define market value and what to do in instances where no ready
market is available. Second, they will have to decide which balance sheet items to mark to market, e.g. all
assets and liabilities, only financial instruments, or only those financial instruments which are not expected
to be held until maturity. Finally, the FASB will have to decide whether market values should become the
basis for accounting recognition or should instead only be provided in supplemental disclosure.
CONSTITUENT VIEWS
Securities and Exchange Commission (SEC). The SEC was created in 1933 by the federal government
to regulate the securities markets and to oversee the dissemination of financial information. While the SEC
has ceded primary responsibility for accounting standard setting to the accounting profession, in certain
instances the SEC has become directly involved in the standard setting process. The SEC has been a vocal
proponent of market value accounting. In Congressional testimony, public meetings, and press interviews
both the SEC chairman and the new chief accountant have argued that historical cost accounting may have
contributed to the banking crisis by providing irrelevant (historical) numbers. For example, in September
of 1990, SEC Chairman Richard Breeden criticized historical cost accounting saying “Financial institution
balance sheets should have the words ‘once upon a time’ on top of them . . . They are a statement of
history.” (Wall Street Journal September, 1990) He notes that as early as 1978 while the balance sheets
of the thrift industry showed a positive net worth, market value balance sheets would have shown a
negative net worth of $118 billion and may have alerted statement readers to problems in the industry
much earlier.
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In addition, the SEC has argued that historical cost rules, which generally only recognize gains and
losses upon sale, allow banks to manipulate their reported income by choosing which of their securities
to sell and which to hold. Referring to the example above, the bank could choose to hold security A and
sell security B thereby increasing reported earnings at the bank’s discretion. Walter P. Schuetze, the new
SEC Chief Accountant, believes that to reduce the potential for such manipulation the FASB should require
market value accounting (rather than just disclosure) for all debt and equity financial instruments. Although
he believes that in theory all assets and liabilities should be marked to market, measurement problems
make comprehensive market value accounting only a long range goal. He notes that while market values
are available only for actively traded securities, methods can be derived for estimating market values for
items which do not trade actively. Mr. Schuetze concludes that not only would this provide more relevant
information about financial instruments, but it would also simplify their accounting, which many contend
is too complex and costly.
Bank Regulators. Like the SEC, bank regulators such as the Federal Reserve Board, are also charged to
act in the public interest. Therefore, it is interesting to note that Chairman of the Federal Reserve Board,
Alan Greenspan’s criticism of market value accounting is in direct opposition to the SEC’s position. Mr.
Greenspan contends that reflecting periodic changes in asset values is irrelevant for banks, because banks
usually hold securities until maturity. To the extent that market values are relevant, he argues that the
allowance for loan losses, and allowance for marketable equity securities already reflect declines in market
value. Furthermore, he notes that forcing banks to mark financial instruments to market could reduce U.S.
industrial competitiveness by its effects on bank lending and investing decisions. This is because mark to
market adjustments would increase the volatility of reported earnings. To reduce this volatility, banks
would change their investment decisions resulting in lower bank liquidity and reduced willingness to invest
in certain securities, such as long term debt. Finally, he suggests that compliance costs (e.g., costs to collect
market values) would place an additional financial burden on the industry. To the extent that market value
accounting is imposed he argues that it should be done in the form of supplemental disclosures, or as
adjustments to stockholders’ equity, rather than as adjustments to net income.

Accounting Firms. Public accounting firms audit the financial statements of banks to attest to the accuracy
of those statements to financial statement users. Public accounting firms are generally skeptical about the
usefulness of market value accounting. Many cite the difficulty of deriving market values for assets and
liabilities which are not frequently traded (e.g., most loans). They suggest that estimates of these values
could vary considerably, which reduces the verifiability of those numbers. Also, they note that market value
information is already provided for a significant portion of a financial institution ’s balance sheet. For
example, financial institutions already provide considerable footnote disclosure about the market values
of loans and investments. Also, when there are concerns about the value of a financial institution’s real
estate portfolio auditors often employ outside appraisers to attest to the value. Finally, public accountants
caution that the potential benefits of market value adjustments maybe overstated. Market value accounting
is not a guarantee against surprises — it still only reports the past, rather than predicting the future. They
emphasize that in a rapidly declining market a bank which was relatively healthy at year end may be failing
less than a year later.
Banks. Banks and savings and loans are opposed to market value accounting for a number of reasons.
First, like Chairman Greenspan, they argue that the value of a long term security at some intermediate
point in its life is irrelevant if the bank intends to hold the security to maturity. In fact, they argue that in
general banks are not interested in managing asset and liability values, but rather they manage interest rate
spread—the difference between the rate they pay capital suppliers and the rate they receive on loans and
investments. To support this view they note that they do not calculate market value information for internal
use. Consequently, bank managers suggest that if additional disclosures are mandated, it would be more
meaningful for a bank to provide additional information on sensitivity to interest rate changes. Second, they
argue that since many assets and liabilities do not trade in well organized markets, estimating their values
would be difficult and costly. To the extent that estimates are employed, different banks could derive
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significantly different values for similar securities, thus reducing bank financial statement comparability.
Finally, they are vehemently opposed to the suggestion by some that only the asset side of the balance
sheet should be stated at market value. They note that as asset values (e.g. loans) decline, liability values
(e.g. deposits) also decline, thus leaving a well managed bank in roughly the same financial position. Thus
they contend that to reflect only one side of the balance sheet might severely distort the financial picture.

OTHER CONSIDERATIONS
In addition to information on constituents’ views on mark to market accounting, Susan has the following
concerns. In light of the enormous cost of the savings and loan cleanup Congress is eager to be perceived
as initiating significant change. Perhaps this political pressure explains in part why the SEC, an agency of
the federal government, has been unusually vocal in its support for quick action on market value
accounting. The SEC has expressed considerable displeasure with the FASB’s due process procedures on
this project. For example Chief Accountant, Walter Schuetze, fumed that “Some of these issues have been
studied enough in the laboratories of academic journals and need to be tested in the crucible of American
business.” (Wall Street Journal January 8, 1992).
Federal Reserve Chairman Greenspan’s opposition to market value accounting also appears driven by
economic and political consequences. Given the recent recessionary economy, the Federal Reserve and the
White House have been reluctant to take any action which might hamper banks’ lending ability. For
example, the Bush administration requested that bank examiners be more lenient in their assessment of
bank loan portfolio values so as not to discourage bank lending. This is not the first time that economic
concerns have influenced bank accounting rules. During 1973, the last time the SEC pushed aggressively
for market value accounting, then Federal Reserve chairperson Arthur Burns called then SEC chief
accountant John Burton in for a one-on-one Christmas Eve meeting. Burns convinced Burton that adoption
of market value accounting would have severe economic consequences for the U.S. economy. The SEC
immediately withdrew its market value proposals.
Public accountants are particularly sensitive to the market value proposal because they have suffered
Congressional criticism as well as lawsuit losses from financial institution failures. Accountants’ lack of
enthusiasm over market value accounting may be due to concern that its inherent subjectivity would expose
them to even greater risk of litigation. Susan recently attended a speech where a managing partner of one
of the “Big Six” accounting firms noted that many firms are now refusing to audit financial institutions;
and those who continue to audit banks require a substantial premium to their fee. The partner expressed
anger because he felt that in most instances accounting did adequately identify failing banks, but bank
regulators, for a variety of reasons, often choose to keep troubled institutions open. He concluded that
unless regulators took immediate action to reduce accountants’ legal liability the role of the independent
accountant would be severely disrupted.
Given the conflicting positions on mark to market accounting, Susan questions the feasibility of drafting
a proposal which will have the support of all parties (and which five of the seven FASB board members will
endorse). In particular, she is concerned that sound accounting theory may be compromised due to
political and economic consequence concerns. In addition, the FASB’s due process procedures and even
its role in accounting standard-setting may be tested within the mark to market controversy.

ASSIGNMENT QUESTIONS
Basic Questions

1.

What is the meaning of the terms relevance and reliability as they are used in accounting? What bearing
do they have on the mark to market proposal? Which attribute do you believe is more important?

2.

One of the arguments raised by the banks against market value accounting is that it would reduce the
level of comparability of bank financial statements. Why is comparability important? Is lack of
comparability also a problem with historical cost based statements?
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3.

What is the purpose of due process procedures? What advantages does employing a due process
procedure have for standard setting? What disadvantages?

4.

Although Congress gave the SEC ultimate authority over accounting standard setting, the SEC has
chosen to cede primary standard setting responsibility to the accounting profession. What advantages
and disadvantages are there to this structure? What alternatives exist?

5.

In recent years there has been much discussion about the accounting “expectations gap” — the
difference between what accountants and financial statement users expect of financial statements and
audits. One concern raised by accountants is that market value accounting might actually increase this
gap. What do you believe an investor can reasonably expect of accounting? For example, should the
financial statements “predict” an impending financial institution failure?

More Advanced Questions
1.

One apparent concern of the accounting profession is that a move to market value accounting may
increase their “audit risk.” What do you think is meant by audit risk, and should this be a consideration
in the formulation of a new accounting standard?

2.

The Federal Reserve Board’s negative reaction to market value accounting appears to reflect concern
over the economic consequences that market value accounting might have for the financial institution
industry, and consequently the economy as a whole. To what extent should economic consequence
considerations enter into the standard setting decision making process?

3.

One of the choices available to the FASB is to continue to use historical cost accounting as the basis
for the financial statements, but to increase the amount of market value information provided in
supplemental disclosures. What is the relationship between the financial statements and supplemental
disclosures? What is the independent accountant’s responsibility with regard to supplemental
disclosures?

4.

Walter Wriston, former chairman of Citibank stated in a Wall Street Journal editorial that market value
accounting is viewed as a bad idea by issuers of bonds, managers of business, and investors. He says
that it is only kept alive by “theoreticians in the accounting profession.” How can there be such an
apparent disagreement in theory and practice? What should be the role of both practice and theory in
accounting standard setting?
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Mark to Market Accounting:
Theory, Politics and Economic Consequences

TEACHING NOTES
Paul Kimmel, Assistant Professor
University of Wisconsin — Milwaukee

Jerry Kuhn, Partner
Ernst & Young, Milwaukee, Wisconsin
Terry Warfield, Assistant Professor
University of Wisconsin — Madison

Appropriate Coursesfor Case Use: Intermediate Financial Accounting I and II at both the undergraduate
and masters’ levels. Prerequisites: Introductory Financial Accounting.

Time Frame for Case: The case can be covered in one class session. In the first intermediate course the
case can be covered in the session when the Conceptual Framework and standard setting environment is
introduced; or in the second intermediate course the case can be covered when the above material is
reintroduced or when current cost or inflation adjusted accounting methods are discussed.

Statement of Case Objectives and Executive Summary: The purpose of this case is to introduce
intermediate accounting students to the dynamic and conflict filled arena of financial accounting standard
setting. The FASB Conceptual Framework and the financial accounting standard setting process are
frequently covered in the first weeks of intermediate accounting. Accounting academics and practitioners
are often intrigued by the debate and conflict which surrounds the standard setting process. However, to
the inexperienced accounting student, the study of the conceptual framework and standard setting process
is often reduced to an uninspired memorization of acronyms (e.g., FASB, GASB, AICPA ) and terms (e.g.,
relevance, reliability, comparability.) Therefore, to improve accounting students’ understanding of
accounting issues, this case exposes them to a “real world”, highly contested, standard setting situation.
This case should reveal to the student the strengths and limitations of the FASB Conceptual Framework
and the standard setting process.
EXECUTIVE SUMMARY
The case is written from the perspective of a FASB staff member who is considering the FASB response to
the SEC’s push for adoption of market value accounting. The main body of the case presents the conflicting
positions of alternative constituencies in the mark to market debate and concludes with a FASB staff
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member evaluating these arguments as well as additional political factors related to the mark to market
controversy. This is a particularly interesting problem because not only does it address a number of
fundamental accounting issues, but it also illustrates the degree to which political and economic interests
can affect the standard setting process.
Specific Instructional Objectives. The student will be required to consider and apply a number of
financial accounting and standard setting concepts and procedures. For example:
□
□
□
□

relevance versus reliability
cost versus benefit
due process procedures
relationship between FASB, SEC, Congress, Industry

Additional Pedagogical Objectives. The case is designed to accomplish a number of pedagogical
objectives related to the development of critical thinking. For example:
□
□
□
□
□

welcoming divergent views
tolerating ambiguity
distinguishing fact from opinion
applying knowledge to new situations
analyzing data for value and content

IMPORTANT POINTS
The primary accounting issue addressed in this case is whether the potential increased relevance of market
value accounting outweighs its potential added costs and possible reduced reliability. The proposed
accounting change would only be applied to financial instruments. However, it is anticipated that if this
proposal is adopted the move toward market value accounting might eventually cover the entire balance
sheet. Proponents of the proposal argue that market values are more relevant than historical costs. They
add that it would be relatively easy to implement the proposal because the items under consideration have
readily available markets. Opponents counter that many of the balance sheet items covered under the
proposal do not have readily available market values, therefore, subjective estimates will be necessary. In
addition, opponents argue that market values may actually be less relevant because they assume liquidation,
rather than a “going concern.”
While a move away from historical cost accounting toward market value accounting is interesting in
itself, the way the suggested accounting change was introduced and subsequently discussed by the various
regulatory bodies is of at least equal interest. In the United States the SEC has jurisdiction over accounting
and reporting. However, this authority has generally been ceded by the SEC to the accounting profession,
with the FASB representing the profession. The FASB follows a very arduous due process procedure before
issuing any accounting standards to ensure that all affected constituents have adequate opportunity to voice
their concerns. It is likely that when the SEC initiated this market value proposal and subsequently lobbied
for its speedy adoption the FASB feared they were being circumvented (the instructor may wish to refer
to the prior controversy over ASR 190 and FASB 33). Indeed, failure to meet SEC expectations may result
in SEC pressure on the profession to replace the FASB with an alternative body, as happened with the
FASB’s two predecessors. Alternatively, the SEC could choose to entirely remove responsibility for standard
setting from the profession. The FASB is particularly sensitive to this, since recent FASB actions, (in
particular FAS #96 on accounting for income taxes), have drawn severe criticism and have brought calls
for replacement of the FASB by constituent groups such as the Business Roundtable.
Complicating matters for the FASB, the chairman of the Federal Reserve spoke in opposition to the
proposal stating the changes “could cause undue volatility in reported bank earnings, reduce liquidity at
banks, and saddle institutions with big costs.” Because of the importance of the financial institutions to
the economy, accounting regulators have frequently been forced to give major concessions when they have
tried to impose restrictive accounting procedures. Given the current precarious state of U.S. banks, savings
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and loans, and insurance companies, the financial institution regulators were certain to provide stiff
opposition to the market value proposal. A related topic from this industry concerns the accounting for
troubled debt which is often cited as an example of economic consequences taking priority over sound
accounting theory. As noted above, the current market value proposals would have their most dramatic
impact on financial institutions. Therefore, this case can be used to demonstrate to the student that
particular industries frequently employ accounting standards unique to their industry. However, it can also
be pointed out that many participants in this debate anticipate that successful application of market value
accounting in this context would encourage experimentation with its use in other contexts. Many of the
comment letters received by the FASB were from industries other than financial services.
TEACHING APPROACHES
This case is intended to supplement rather than replace textbook coverage of the Conceptual Framework
and the standard setting process. One approach for teaching the case would have students read the case
and prepare responses to the assigned questions in order to facilitate class discussion. The class discussion
could either follow the questions or focus on areas of interest to the instructor. Alternatively, for a more
dynamic class session, students could be divided into groups representing the various constituencies as well
as the FASB. They could then be instructed to prepare arguments in support of their position in a
“hearing” type setting during class. When employing the second approach, the instructor may wish to refer
students to the bibliography. Finally, class participation is generally enhanced when students receive some
credit for the assignment (e.g., based on their written responses and/or on class participation).

Copyright 1992 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

AICPA Case Development Program

Case No. 92-05: Mark to Market Accounting: Theory, Politics and Economic Consequences ♦ 9

BACKGROUND, BIBLIOGRAPHY AND SUPPLEMENTARY READINGS

Berton, Lee, “FASB to Make Firms Update Value of Assets,” The Wall StreetJournal, October 10, 1991.
Berton, Lee, “FASB Delays Project to Alter Rule for Banks,” The Wall Street Journal, June 11, 1992.
Berton, Lee, “FASB Adopts Rule Requiring Updated Values,” The Wall StreetJournal, December 17, 1991.
Berton, Lee, “FASB Balks on Current-Market Rules For Banks as Member Switches His Vote,” The Wall
Street Journal, January 16, 1992.

Berton, Lee, “FASB Alters Plan on Valuing of Securities,” The Wall StreetJournal, March 26, 1992.
Berton, Lee, “SEC Pushes Market-Value Accounting on Banks Reaping Big Investment Gains,” The Wall
Street Journal, April 24, 1992.

Duke, P. and K.G. Salwen, “SEC Proposal Draws Criticism From Greenspan,” The Wall Street Journal,
November 9, 1990.

Financial Accounting Standards Board, “Exposure Draft: Disclosures about Market Value of Financial
Instruments,” Norwalk Connecticut: Financial Accounting Foundation, December 31, 1990.
Financial Accounting Standards Board, “Discussion Memorandum: Recognition and Measurement of
Financial Instruments,” Norwalk Connecticut: Financial Accounting Foundation, November 18, 1991.
Miller, P.B. and R. Redding, The FASB: The People, the Process, and the Politics, Homewood, IL: Irwin,
1986.

Revsine, Lawrence, “The Selective Financial Misrepresentation Hypothesis,” Accounting Horizons,
December, 1991. pp.16-27.
Salwen, K.G., “What’s it Worth? Tackling Accounting, SEC Pushes Changes With Broad Impact,” The Wall
StreetJournal, September 27, 1990.
Salwen, K.G., “SEC Renews Call for Pressure on Banks and S&Ls to Update Accounting Rules,” The Wall
StreetJournal, January, 8, 1992.
Skousen, K.F., An Introduction to the SEC, Fifth ed. Cincinnati OH: South-Western Publishing Co. 1991.

Writson, Walter, “Mark to Market’: Wild Accountants’ Crazy Idea,” The Wall StreetJournal, June 11, 1992.
Wyatt, Arthur, “The SEC Says: Mark to Market!” Accounting Horizons, March 1991, pp. 80-84.

Copyright 1992 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

Case No. 92-06: The Vinamex Case ♦ 1

AICPA Case Development Program

THE VINAMEX CASE
Loc T. Nguyen, Assistant Professor
California State University, Long Beach

Dao Huynh, Vice President
Credit Lyonnais (Asia), Vietnam

INTRODUCTION
After 17 years of absence, Robert Cartier was looking forward to renewing his ties with Vietnam. Arriving
at Ho Chi Minh City (formerly Saigon) yesterday, Cartier began a fact-finding trip for his company to
investigate the potential of an equity investment in a local Vietnamese company called VINAMEX. As
President of his own import-export company ASIACAP, Cartier used VINAMEX to manufacture a line of high
quality jackets that is marketed successfully in European countries such as France, Germany and Italy under
its own designer label. Pleased with the quality and prices of the garments, Robert wanted to invest in
VINAMEX to secure his source of supply. The opportunity availed itself when VINAMEX’s shares were
offered to the public and to foreign investors under the Vietnamese government’s privatization program.
Last week, Cartier was given a set of VINAMEX’s financial statements in Paris, together with a
prospectus on the company prepared by Credit Lyonnais Securities. The prospectus gave a glowing report
on the company’s present situation and future prospects. However, the financial statements were prepared
in accordance with Vietnamese Accounting Standards of which Cartier was unfamiliar. His natural tendency,
in fact, was to base his judgment on the manner in which financial statements are prepared in France and
in the U.S. Cartier understood, however, that it would be misleading to apply his knowledge and
experience to financial statements prepared in a different country, especially a communist country, without
having a basic understanding of the accounting and reporting practices of that country. Thus, in order to
secure additional information on the financial statements and observe VINAMEX’s operation first hand,
Cartier embarked on a fact-finding trip to Vietnam.
BACKGROUND

1. Vietnam’s Reorientation Toward Market Economy
a. Adoption of Central Planning (1975-1986)

After winning the war against South Vietnam in 1975, the communist government of Vietnam
embarked on a program of economic reconstruction and development based on the Marxist
economic model. The economy was under the central direction and planning of the State which
placed a strong emphasis on heavy industries. Production was carried out to meet the country’s
needs without much consideration for profit. The state-run enterprises operated behind closed
doors, protected from outside scrutiny and foreign competition. Without competition, these
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enterprises lost the incentive to improve the quality of their products. As a result, of the 12,000
state-owned enterprises, more than half of them operated at a loss and were forced to rely heavily
on state subsidies.
In the area of foreign trade, Vietnam adopted an “inward-looking” development strategy
characterized by the orientation of agricultural and industrial activities toward the domestic market.
Rather than encouraging enterprises to export, the government managed foreign trade transactions
through trade agreements with foreign governments. Foreign trade was heavily oriented toward
the Soviet Republic and other communist countries in the COMECON bloc. This system of direct
administrative interventions resulted in poor export performance.
Vietnam ran into many problems in finding resources to finance its development. After Vietnam
invaded Cambodia in 1978, the western world and China boycotted Vietnam and it became difficult
for Vietnam to obtain substantial financial resources from institutional investors and from
international development organizations. The economic embargo imposed by the United States on
Vietnam exacerbated the problem and prevented Vietnam from obtaining any funding from the
International Monetary Fund or the World Bank.
In 1985, ten years after the end of the war, Vietnam remained one of the poorest nations in
spite of its rich natural resources. It was clear that its past policies had failed and there was an
absolute necessity to introduce critical economic reforms.
b. Transition Toward A Market Economy (1986-1992)
In 1986, the Vietnamese government adopted a new development strategy to restructure the
economy and laid the foundation for the country’s transition from central planning to a
market-oriented economy. Two reform policies were adopted: “DOI MOI” (Renovation) and “COI
MO” (Openness). Under “Renovation,” the previous emphasis on heavy industries were shifted
to light industries and agriculture, and the previous concentration on state and collective sectors
is widened to include private individuals, households, and joint ventures between state and private
industry. Under “Openness”’Vietnam seeks to attract foreign investments from capitalist countries
in the hope that foreign capital, technology, and management skills will help rescue the economy
from an economic crisis brought on by years of war, economic mismanagement, and international
isolation.
These economic reforms have proved that Vietnam was on the right track. The country has
rebounded from economic disaster and has overcome its greatest threat when Soviet economic aid
was cut off in 1991 during the disintegration of the Soviet Union. The Vietnamese economy has
not collapsed as feared, instead it has demonstrated resiliency. In fact, Vietnam has even showed
a foreign trade surplus for the first time. The continuation of the U.S. trade embargo, however, has
prevented Vietnam from attracting U.S. capital and obtaining IMF and World Bank funding for
improvement of Vietnam’s infrastructure.
2. VINAMEX, Test Case in Vietnam’s Privatization Effort
In its continuing efforts to move toward a market economy, Vietnam has embarked on a
privatization campaign in 1992. Vietnam wants to stop subsidizing the inefficient state-owned
enterprises and attract private capital to help the state owned enterprises operate more efficiently and
improve their capital equipment. In the initial stage, about 100 state-owned enterprises will be
converted into share holding companies which will then be allowed to sell all or part of their stock to
private investors.
VINAMEX was chosen as one of the first seven state-owned enterprises in the government’s first
test case for privatization. VINAMEX was one of the many state enterprises established in 1987 by the
Vietnamese government to fulfill its long term contract to supply 40 million pieces of garment to the
Soviet Union. While many such enterprises went under because of poor management, VINAMEX rose
quickly to become Vietnam’s leading manufacturer and processor of textiles and garments.
The driving force behind VINAMEX’s success has been its general manager, Mrs Binh T. Tran. Mrs
Tran has been formally trained in accounting and has worked in her parent’s garment factory. In 1987,
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she was appointed general manager of VINAMEX in recognition of her planning and managerial skills
in running other state-owned enterprises. From a small factory with 40 sewing machines and 100
workers in 1987, Mrs Tran has quickly expanded VINAMEX operations to include at present four
factories equipped with 2,000 modern industrial sewing machines and employing more than 5,000
workers. Due to her early efforts in developing additional markets in Europe and Asia, the collapse of
the eastern European communist bloc and the Soviet Union did not adversely affect VINAMEX since
it could transfer its export garments to other European markets where it acquired reputation for the
high quality and workmanship of its jackets.
Because of its success, VINAMEX has been selected to be among the first state-owned enterprises
to be privatized. Up to 50% of the company will be sold to private owners, with up to 35% for foreign
ownership. In the interest of becoming part owner of a modern and successful operation, Robert
Cartier has investigated this opportunity for his company.
3. ASIACAP
ASIACAP was established in 1980 by Robert Cartier in Paris, France. The company specializes in
importing garments and shoes from Asia and distributes them to wholesalers in various European
markets, especially French, German, and Italian. By taking advantage of the low labor costs in Asia,
ASIACAP has been extremely successful. It supplies the basic raw materials and contracts with various
manufacturers in Asia to cut and make the garments.
Robert Cartier worked in Saigon in the early 1970s as head of the French group DENIS FRERES,
which specialized in importing various French products to Vietnam. Although South Vietnam was at
war at the time, Cartier had very good memories of the country and its people. After the fall of Saigon,
Cartier decided to take some time off to go back to his studies before embarking on other business
ventures. He lived in the Unites States for two years to complete an Executive MBA program in
International Business at the University of Southern California in Los Angeles, Ca.
Cartier visited the office of VINAMEX in Paris a number of times to place orders for making
designer label jackets in Vietnam. He has been very impressed with the way business is conducted by
VINAMEX. The negotiations are straightforward and he is satisfied with VINAMEX’s reasonable prices
which allow him to make a good profit. The workmanship is of high quality and the garments are
delivered in time to catch the buying season before the various holidays.
When Cartier learned about the privatization program, he was very interested in becoming part
owner of VINAMEX. Besides wanting to secure his source of supply, he believed VINAMEX has a good
potential for future growth and expansion. He also wanted to explore the possibility of establishing
a joint venture with VINAMEX for the production of shoes and leather products for European markets.

UNDERSTANDING VIETNAMESE ACCOUNTING SYSTEM
Cartier arranged to meet with Michel Dupont, head of the representative office of the Banque Francaise
du Commerce Exterieur (BFCE, French Bank of Foreign Trade) in Ho Chi Minh City. There were five
French bank representatives offices in Vietnam, but Cartier wanted to establish a banking relationship with
BFCE because its general manager was considered as an old Vietnam hand. Dupont had been in Vietnam
since 1988 when BFCE became the first foreign bank to set up a representative office in Vietnam. Besides
his excellent knowledge of Vietnam, Dupont also had extensive personal contacts with many high
government officials and Cartier understood how important these personal contacts could be to get things
done, especially in a communist state where government is omnipotent and bureaucracy is extensive.
Cartier told Dupont that he intends to ask BFCE to handle all his business transactions in Vietnam.
After explaining to Dupont the purpose of his trip to Vietnam, Cartier asked Dupont to help him
understand and interpret VINAMEX’s financial statements (Exhibit 1).

1. Basic Objective of the Vietnamese Accounting System
Dupont started first by emphasizing to Cartier the importance of understanding the Vietnamese
political and economic environment and the general framework of the Vietnamese accounting system.

Copyright 1992 by the American Institute, of Certified. Public Accountants (AICPA) and donated to the. public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are. not for application in practice. The. AICPA neither approves nor endorses this case, or any solution provided herewith
or subsequently developed.

AICPA Case Development Program

Case No. 92-06: The. Vinamex Case ♦ 4

As a communist country, Vietnam chose to follow the socialist system of planning and control. The
central concept governing the socialist system is the public (state) ownership of the means of
production. Economic decision making is in the hands of the state which assigns production targets
to various state enterprises based more on national needs and political considerations than on
economic efficiency.
In this socialist environment, all enterprises belong to the state and the accounting system must
serve as a tool for the furtherance of national economic objectives. Thus, financial reporting is intended
mainly for government use in its planning. Accounting information consists mostly of detailed reporting
to the state which uses it to monitor the flow of resources and commodity output and to exercise
financial control over the enterprises.
The accounting system is set up by the government to achieve uniform reporting of its state owned
enterprises. In Vietnam, the Ministry of Finance is responsible for the design, installation, and oversight
of the national accounting system. The Vietnamese accounting system was promulgated by a
government decree and was known as “He Thong Tai Khoan Ke Toan Thong Nhat” (Uniform Chart
of Accounts). The Vietnamese Uniform Chart of Accounts comprises 52 control accounts grouped into
10 classes (See Exhibit 2). The basic objective of this accounting plan is to maintain control over the
activities of the enterprises and provide information to the central authorities for managing the national
economy.
The financial statements must comply with the Uniform Chart of Accounts to facilitate extraction
and comparison of financial information. The government is the primary user of the accounting
information and it keeps this information secret. There is no tradition for providing adequate financial
information to the public to facilitate decision making.
2. Vietnamese Accounting at the Enterprise Level

3.

The enterprise is not an autonomous entity. It is the creation of the central authorities to carry out
the production plan. The director of each enterprise is issued production targets to be fulfilled. He is
allocated resources to be used to the best effect in the implementation of the production program.
Thus, for the enterprises, the framework for their operations is not the pursuit of profit, but the quest
for higher levels of output. Accounting information is used to report back to the central authorities
how production targets have been fulfilled.
At the enterprise level, wages and prices are largely controlled and imposed by the government
and are not related to costs. The enterprises do not have to worry about their commercial survival,
such as maintaining adequate liquidity and profitability. They do not have to relate costs to prices and
often operate with deficits. Going concern is not a problem since losses incurred in the course of
fulfilling the production plan will be reimbursed by the state and unrepaid bank loans will be written
off.
The financial statements are prepared solely for the purpose of satisfying the formalities required
by the state. Accounting procedures are standardized and codified to achieve uniform reporting. The
accounting system is designed to serve the needs of the central authorities rather than the needs of
enterprise management.
Specific reporting problems
Financial resources. Financial resources are recorded in specially designated accounts and
frequently held in special accounts at the state bank. These resources are released by the state bank
to the enterprise for meeting the expenditures authorized.
Valuation offixed assets. Fixed assets, excluding natural resources, are valued at the time of their
acquisition costs. This historical cost is used as a basis for depreciation. Revaluations are based on a
centrally determined uniform price index. The change in historical value affects only the book value
of fixed assets and the Capital in Fixed Assets Account.
Computation of depreciation. Depreciation is usually based on the fixed installment (straight
line) method. Depreciation rates are uniform for particular classes of fixed assets, but the government
may change the depreciation rates when necessary. However, the amounts set aside as depreciation
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are not kept by the enterprise, instead they are to be remitted to the Treasury so that centralized
control can be exercised over the pattern of capital investment.
Valuation of inventories. For merchandise inventory, various cost flow assumptions, such as
actual cost, FIFO, weighted average cost, are allowed. Inventories of raw materials are valued at cost.
Finished goods are valued on the basis of historical cost flows through the enterprise. These costs are
accumulated into the accounting records so as to ascertain the total cost of output.
Performance evaluation. Performance of the enterprise is evaluated on the basis of the
composition and volume of output rather than on the amount of profit. However, as part of the
economic reforms, the government has given to the enterprises more autonomy. Directors are allowed
to choose their own products, set production goals and prices, and fix the employees’ compensation
levels. Because of these reforms, there was a shift recently toward evaluating the enterprise
performance on the basis of profitability.
Disclosures. The disclosure are almost non-existent and leave great room for misinterpretation.
4. Some general remarks on the Vietnamese accounting system

The accounting function is confined to the operation of the uniform accounting plan. Accounting
is perceived as being indispensable for exercising control over the activities of the enterprises, but is
not valued highly for the realization of economic efficiency. In this context, the role of accounting is
insignificant as a source of relevant information for decision making at the enterprise level. The
information provided is of little value in assessing the performance of an enterprise.
There were no audit requirements per se. The financial statements prepared by the enterprises are
not disclosed to the public and are submitted directly to the various government agencies.

ASSIGNMENT QUESTIONS
1.

Should Cartier ask the Bank (or an international accounting firm in Vietnam) to restate the
financial results of VINAMEX using internationally accepted accounting standards? What are the
factors he should consider in making this decision?

2.

If VINAMEX’s financial statements are to be restated, what would be the main adjustments?

3.

What are the possible coping mechanisms foreign investors such as Cartier could undertake to
remedy to the deficiencies in the financial statements?

4.

Discuss the importance of internationally accepted accounting standards in promoting international
trade and capital markets. What are the present efforts in harmonizing accounting standards?
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EXHIBIT 1

COMPANY PREPARED FINANCIAL STATEMENTS
BALANCE SHEET
(In Thousands USD)

December 31

1989

1990

1991

Net Cash
Deposit Fund in Bank
Inventories
Accounts Receivable
Other Receivable
Prepayments
Other Current Assets
Total Current Assets

30.1
611.4
362.7
313.2
380.0
53.1
140.4
1,890.9

20.6
88.9
2,011.1
283.2
317.6
95.4
60.3
2,877.1

4.5
55.6
1,760.4
897.6
225.7
61.1
33.8
3,038.7

Land & Buildings
Machinery & Equipment
Other Assets
Total Fixed Assets
Less: Depreciation
Net Fixed Assets

2,142.9
652.4
12.3
2,807.6
(75.0)
2,732.6

3,417.2
3,915.6
30.7
7,363.5
(410.6)
6,952.9

3,912.1
4,210.0
30.6
8,152.7
(725.3)
7,427.4

TOTAL ASSETS

4,623.5

9,830.0

10,466.1

240.3
20.1
3,419.0
575.4
4,254.8

810.1
69.3
8,245.0
18.4
9,142.8

920.4
72.3
8,960.0
10.5
9,963.2

Capital
Profit
Social Welfare Fund

181.0
101.2
86.5

410.1
172.7
104.4

220.3
232.4
50.2

TOTAL LIABILITIES
& CAPITAL

4,623.5

9,830.0

10,466.1

ASSETS

LIABILITIES & CAPITAL

Accounts Payable
Salary Payable
Bank Loans
Other Loans
Total Liabilities
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PROFIT & LOSS STATEMENT
(In Thousands USD)

1989

1990

1991

Sales

5,196.2

4,764.0

10,588.2

Cost of Sales

3,605.2

2,759.7

4,611.8

GROSS PROFIT

1,591.0

2,004.3

5,976.4

Salary

382.5

667.6

1,675.5

Depreciation Expense

186.5

563.2

1,176.5

Other Indirect Expenses
& Interest Expenses

781.4

702.0

3,064.7

NET PROFIT

240.6

71.5
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EXHIBIT 2
UNIFORM CHART OF ACCOUNTS

Ministry of Finance Decree No. 212 TC/CDKT
December 15, 1989
CLASS 1. FIXED ASSETS
10. Fixed Assets
11. Depreciation
CLASS 2. INVENTORY
20. Purchases
21. Raw Material, Supplies
22. Small Tools
23. Merchandise
24. Finished Goods
25. Goods on Consignment
CLASS 3. COSTS
30.
31.
32.
33.
34.
35.
36.
37.
38.

Main Production Costs
Other Production Costs
Plant Administration Costs
Enterprise Administration Costs
Transportation Costs
Capital Investment Costs
Planned Costs
Spoilage Costs
Costs Covered by Budget Expenditures

CLASS 4. EXPENDITURES AND INCOME
40. Expenditures and Income

CLASS 5. CASH
50. Cash on Hand
51. Bank Deposits
52. Deposits in Transit

CLASS 6. PAYMENTS
61. Accounts Payable
62. Accounts Receivable
63. Other Receivable and Payable
64. Payments to State fund
65. Exchange Rates Differentials
66. Investments in Other Enterprises
67. Assets in Suspense
68. Social Welfare Payments
69. Wages and Salary Payments
CLASS 7. PROFIT
70. Net Profit
71. Profit Distribution
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CLASS 8. CAPITAL
80.
81.
82.
83.
84.
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Capital in Fixed Assets
Floating Capital
Capital For Asset Acquisition
Enterprise Capital
Subsidies and Miscellaneous Income

CLASS 9. LOANS
90. Short-Term Bank Loans
91. Long-Term Bank Loans
92. Other Loans
SPECIAL CLASS: ASSETS BELONGING TO OTHERS
01. Leased Fixed assets
02. Goods From Other Enterprises
03. Consigned Merchandise
04. Written-off Accounts Receivable
05. Capital From Other Enterprises
06. Capital From Shareholders
07. Foreign Currencies
08. Subsidies
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The Vinamex Case
TEACHING NOTES
Loc T. Nguyen, Assistant Professor
California State University, Long Beach

Dao Huynh, Vice President
Credit Lyonnais (Asia), Vietnam

COURSES APPROPRIATE FOR THE CASE
Q International Accounting (especially Accounting in Socialist Countries)
□ International Business
□ Doing Business in Asia (especially Vietnam)

APPROXIMATE TIME FRAME
□ 45 minutes to 1 hour

CASE OBJECTIVES
□ Develop in the students an awareness of how the political and economic environment determine
the accounting system used in the country
□ Develop a basic understanding of the differences between accounting in a market economy and
accounting in a planned economy

□ Emphasize the need for harmonized accounting standards to promote global trade and capital
markets
□ Give a background introduction to Vietnam: Once the US embargo is lifted, Vietnam will be
considered as the next investment frontier in South East Asia and will generate strong interest
among US businesses.

EXECUTIVE SUMMARY
The president of a French import/export company wants to buy into Vietnamese company with which he
has been doing business in the past. However, he must first understand and analyze the financial situation
of the Vietnamese company. This task is all the more difficult because he was totally unfamiliar with
accounting in socialist countries. What are the steps he should take to evaluate this equity investment?
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POSSIBLE SUGGESTED SOLUTIONS
Question 1. Cartier should definitely ask either the bank or an international accounting/ consulting firm
in Vietnam to restate the financial results of VINAMEX, using the accounting standards with which he is
most familiar. The differences between socialist accounting systems and capitalist accounting systems are
so significant that without restatement, he would run a great risk in misinterpreting these financial
statements.
One of the major factors to consider for this decision is the cost benefit of restating the financial
statement. The least expensive cost would probably come from the bank. Bank officials, however, are
usually lacking in accounting expertise. An international CPA/consulting firm, though more expensive,
would probably be the best technically equipped to do the job.
Question 2. Main Adjustments:

□ Valuation of Assets. Assets are valued at historical costs on the financial statements. For equity
investment purposes, assets should be restated at current fair market value.
□ Inventories should be revalued at the lower of cost or market.
□ Bank loans should be restated to separate the current portion of long term debt. VINAMEX seems
to have a cash flow problem because of the high cost of its debt service.
□ Profit should be recomputed using accrual accounting because the Vietnamese accounting system
seems to emphasize the receipts and payments approach.

□ Since footnote disclosures are not available or are inadequate, the investor should visit the factories
to observe the operation first hand and gather additional information.
Question 3. Investor’s Possible Coping Mechanisms:
□ Familiarize himself with the foreign accounting principles used and adopt a local perspective in
analyzing financial statements.
□ Restating the foreign financial statements to an accounting framework more familiar to user.

□ Company visitations to observe operations first hand and secure additional information.
□ Assigning risk factors ranging from investment to speculation.
Question 4. Harmonized accounting standards will help investors understand and interpret financial
information and promote the development of international trade and capital markets.
□ Present efforts in harmonizing accounting standards: Review the work of international accounting
organizations such as the International Accounting Standards Committee (IASC), the Accountant
International Studies Group (IASG), and the International Federation of Accounting Committee
(IFAC).

SUGGESTED CASE EXTENSIONS
□ Differences between accounting in socialist and capitalist systems.

□ Efforts to harmonize accounting standards to promote world trade and investment.
□ The role of accounting in economic development.

□ Setting of accounting standards in developing countries.
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BELL MARKETING COMPANY
Hugh J. Parker, Professor
Millsaps College, Jackson, Mississippi
Hugh Gower, Partner
Arthur Andersen & Company, Atlanta, Georgia
Russell G. Buys, Senior System Designer
South Central Bell, Jackson, Mississippi

INDUSTRY BACKGROUND
In January of 1984, AT&T, the monopoly supplier of telecommunications services for the past several
decades, was directed by the Department of Justice to divest itself of its local Bell Operating Companies.
As a result, various Regional Holding Companies (RHCs) were formed to be the umbrella of the Bell
Operating Companies. These holding companies inherited the regulated Bell companies.
Part of this massive action known as Divestiture, or the Modified Final Judgment (MFJ), allowed AT&T
and the RHCs to form additional separate subsidiaries to sell unregulated products and services. This was
the first time in AT&T’s and the Bell System’s history they were allowed to sell, install and maintain
equipment without price approval by a governmental regulatory agency. Two marketing and service
organizations in each RHC and AT&T were created-one handled regulated activity and the other handled
deregulated activity.
Since 1968 other companies had entered the equipment (deregulated) and long distance (mostly
regulated) markets. Because of this and the MFJ, consumers were confused. Not only did they not know
who to call to fix something, they sometimes didn’t know which companies offered various services. As a
result, consumers asked for AT&T and the RHC’s to market their regulated and deregulated products and
services through single marketing contacts. Based on the consumer requests, the RHCs petitioned the FCC
and the Department of Justice (DOJ) for relief from these restrictions.
The FCC approved this request and the DOJ agreed since certain accounting safeguards would be put
into place by the RHCs. These safeguards required marketing and services personnel to account for their
time in order to ensure that deregulated operations were not subsidized by regulated revenues.
This process identifies direct costs related to the non-regulated activities and charges these costs
accordingly. For example, employees charge time according to work performed and report this on time
sheets directly to the appropriate activity. Non-regulated activities are also assigned a portion of the indirect
expenses common to both regulated and non-regulated activities. Included are payroll costs for salaried
personnel (i.e., supervisory and management), employee pension and other benefits, data processing,
postage, and business service costs. In addition, further allocations of common business expenses are
required for rate case purposes.
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COMPANY BACKGROUND

Alexander Edison was a manager in the newly recombined marketing organization of a RHC. As he reflected
on the challenges ahead, he realized there was a vast difference in the monopolistic and competitive
marketplaces. He understood, and agreed that non-regulated products and services should not be
subsidized by regulated (monopoly) products and services. After all, as a consumer of electricity and gas,
and he certainly didn’t want his utility rates to be higher because these companies were subsidizing
competitive marketplace ventures with regulated time and money. Alex was somewhat confused by the
expense shifting issue which is referred to in the industry as improper cross subsidy. While it appeared
reasonable that the non-regulated portions of the business should bear their full burden of cost, he was
troubled that his operations were being charged for costs which the regulated side of the business would
incur even if there was no deregulated business.
One of the things that Alex was most excited about was the commitment of the Corporate Directors.
The word from the top down was we’re going to make this business work and we’re going to do it by the
rules. Upper management was open for suggestions. He realized that he was part of an exciting new
business.
ALEXANDER’S CHALLENGE

Alex was in charge of sales operations over the entire state. He had responsibility for sales offices in five
cities. Ten managers reported to him, and there were approximately 100 people reporting to these
managers. The goal of the sales organization was to sell regulated and deregulated products. The sales
organization had to work closely with the installation and repair organizations to see that products and
services sold were installed in a timely and cost-effective manner.
Alex reported to Tanya Lake, associate vice-president who had responsibility for Alex’s operations and
several non-marketing operations. Tanya was interested not only in making the assigned sales objective and
doing it within the cost budget, she was also interested in the contribution to profit her marketing
operations produced. Alex reviewed many reports designed to give him managerial information. However,
the document he was most concerned with was the one that analyzed the gross contribution margin of the
non-regulated products and services (EXHIBIT I). This was one of the key documents that Tanya and the
other officers used to evaluate the company’s managers.
After six months of operation Alex was concerned that his year to date contribution margin was
$200,000 and the end ofyear objective was $1.5 million. Alex wondered what items he could really control.
He discussed the report with Tanya and expressed his concerns about the controllability of costs. Tanya
directed him to develop a proper report and support it with the reasons it would be more appropriate than
the current report. Tanya also expressed concern about the issue of which expenses are really allocable by
the holding company to the various operations. Alex was able to gather the explanations of Exhibit I and
these are presented as Exhibit II.
REQUIREMENTS:

1.

Develop the report and explanations for Tanya.

2.

Prepare an explanation of the cost allocation/improper cross subsidy issue and identify
costs that are questionable in this regard.
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EXHIBIT I
GROSS CONTRIBUTION MODEL
FIGURES IN (000)

6 MONTHS
YTD ACTUAL

REVENUE
1.
2.

3.
4.
5.
6.
7.

8.

Equipment Sales
Installation and
Rearrangement
Maintenance Contracts
Subcontracted Wiring Sales
Miscellaneous Sales

4154

Uncollectible Allowance
Regulated Costs in the
Sales of non Regulated
Products and Services

(90)

1302
1605
1267
75

(150)

Total Revenue

8163

COST OF GOODS SOLD
9. Cost of Goods Sold Equipment
10. Warehousing

2581
248

DIRECT MARKETING EXPENSE
11. Branch selling expense
12. Support sales expense
13. Other Branch Expense

896
567
632

DIRECT SERVICES EXPENSE
14. Installation and
Rearrangement
15. Repair/Contract Mtce
16. Subcontracted Wiring
17. Other Services Expenses

18. Total Direct Manageable expenses

19. Contribution Margin

729
837
933
540
7963

200
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EXHIBIT II

EXPLANATION OF LINE ITEMS IN GROSS CONTRIBUTION MODEL

Line 1

EQUIPMENT SALES REVENUE:
Revenue generated by the sale of hardware and software only. Net of discounts
from manufacturer’s recommended list price that operation managers can allow.

Line 2

INSTALLATION AND REARRANGEMENT:
Revenue generated for installing or making changes in hardware and software sold in Line item
one.

Line 3

MAINTENANCE CONTRACTS:
Revenue from the sale of maintenance coverage that extends beyond the warranty
period.

Line 4

SUBCONTRACTED WIRING SALES
Revenue from the sale of non-standard wiring and other jobs that involves the use
of a subcontractor (non-company wiring crew)

Line 5

MISCELLANEOUS SALES
Any revenue that doesn’t fall into Line items one through four.

Line 6

UNCOLLECTIBLE ALLOWANCE
An accrual to offset bad debt write-offs.

Line 7

REGULATED COSTS
Marketing’s cost for the use of the company’s own regulated services in non
regulated sales activities.

Line 8

TOTAL REVENUE
Total of Lines one through seven.

Line 9

COST OF GOODS SOLD
Material and transportation cost of equipment and software sold in Line one.

Line 10

WAREHOUSING
The administrative and capital cost of maintaining an inventory in a warehouse.

Line 11

BRANCH SELLING EXPENSES
This includes the salary and wage expenses of marketing personnel involved in
selling non-regulated products and services. Those that deal only in this part of
the business have all of their salary or wage accounted for here. Those that are
involved in regulated and de-regulated sales have only the part of their salary/wage
accounted for here that relates to the percentage of time spent on non-regulated
activity.

Line 12

SUPPORT SALES EXPENSE
This includes all non-direct type sales people that are involved in the support of
the direct sales people involved in non-regulated sales. Examples are Headquarters
staff, General Manager staff and any other non-specific branch person involved in
field sales support of non-regulated sales. This amount is determined by two
factors, the size of the staff and the percentage of time the direct field sales force
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spends on non-regulated activity. Some support functions are provided by
different companies owned by the same Regional Holding Company.
Line 13

OTHER BRANCH EXPENSE
Any expense that cannot be assigned to a specific expense above and that relates
to revenue producing activity for that marketing entity. An example is a headquar
ters group that performs telemarketing sales.

Line 14

INSTALLATION AND REARRANGEMENT
Services personnel cost relating to revenues in Line item two.

Line 15

REPAIR/CONTRACT MAINTENANCE
Personnel and equipment costs incurred in clearing trouble for customers with a
maintenance contract.

Line 16

SUBCONTRACTED WIRING
The contractors’ expenses incurred in generating the revenues of Line four. It is
the cost of goods sold for Line four.

Line 17

OTHER SERVICES EXPENSE
Any other expense incurred by services involved in the servicing of non-regulated
sales that cannot fall into lines fourteen through sixteen.

Line 18

TOTAL DIRECT MANAGEABLE EXPENSES
Total of Lines nine through seventeen.

Line 19

CONTRIBUTION MARGIN
Line eight minus eighteen.
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Bell Marketing Company
TEACHING NOTES
Hugh J. Parker, Professor
Millsaps College, Jackson, Mississippi
Hugh Gower, Partner
Arthur Andersen & Company, Atlanta, Georgia
Russell G. Buys, Senior System Designer
South Central Bell, Jackson, Mississippi

CASE SUMMARY
The case uses data from a regulated industry which also has deregulated business. The methodology
required for regulatory reporting does not provide management with the information required for
competitive decisions. The case focuses on the appropriate internal reports for decision making and
evaluation for a marketing division responsible for selling both deregulated and regulated products. The
major problem area in the case is fixed and marginal cost allocation within the division and from other
divisions of the company. The issue of improper cross subsidy i.e. expense shifting, between the
deregulated and regulated sides of the business is raised.

APPROPRIATE COURSES

MBA level managerial accounting course. Question 1 only might be addressed in an undergraduate
managerial accounting course.
TIME FRAME FOR TEACHING THE CASE
60 to ninety minutes, depending on the depth of coverage.

BACKGROUND READINGS
Differential analysis sections of managerial accounting texts. For the issue of improper cross subsidy,
economics texts in the industrial organization area have background information.

OTHER MATTERS

The proposed solution for part one may be used as a transparency.
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PROPOSED SOLUTION
Requirement 1. Explanation of Revised Contribution Model.

PRINCIPAL ISSUE
The principal issue is which revenue and cost items are properly attributable to the operations manager.
The revised model deletes expenses which are not controllable by the sales department. These include
direct expenses of the services department and all other “allocated” expenses that are the result of the time
reporting system required by the FCC. The revised contribution margin truly reflects the impact that sales
management is having. The other deleted items all involve other departments that are managed by other
people or allocations from other departments.
The important thing to note about the allocation of costs from other departments is the two elements
that influence those numbers. These are the amount of time spent on non-regulated activity by the sales
force and the size of the “allocable” costs.
Even if the sales department streamlines the effort and maximizes efficiency in non-regulated activity
and the allocable pool swells, allocated cost could swell as well. The point is both areas have to be
addressed. The area addressable by sales management where allocated costs are affected is the amount of
time spent on non-regulated activity. Sales and implementation processes can be studied and streamlined
as much as possible in order to maximize sales efficiency. However, sales management has no direct control
over the size of the allocated cost pool since those are the responsibility of other departments. Therefore
while these costs have to be allocated by regulatory mandate, the internal measurements of any department
such as this contribution margin, should reflect only those costs that can be managed directly.

OTHER ISSUES
The model in Exhibit one may be appropriate at a higher level than the operations manager. The question
of how to assign costs at a higher level might be viewed/presented as follows:
□ Costs that the unit controls in terms of both price and quantity. (e.g. Subcontractors).
□ Costs that the unit controls in terms of quantity but not price. (e.g. Pension costs or labor
utilized under a company wide contract).
□ Costs or activities which benefit the business unit but which are controlled elsewhere. (e.g.
Company wide advertising or market research).

□ Other costs allocated to meet fully distributed criteria.

A second issue is the behavioral implications of the models. In this case Alex’s behavior is influenced by
the original improper model. The revised model is more appropriate for the operations level. Managers
will be more likely to buy into the revised model since they may influence the revenues and costs included
in the report.
Conclusion: At the operations level the revised model is a more accurate reflection of management’s
contribution to profit margin. The original contribution model is relevant at a level higher than this
problem addresses. The original model considers costs which are controllable at those upper levels of
management.
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Revised Contribution Model
Figures in (000)

6 MONTHS
YTD ACTUAL

REVENUE
1.
2.
3.
4.
5.
6.
7.

Equipment Sales
Installation and
Rearrangement
Maintenance Contracts
Subcontracted Wiring Sales
Miscellaneous Sales
Uncollectible Allowance
Total Revenue

4154

1302
1605
1267
75
(90)

8313

COST OF GOODS SOLD
8.

9.
10.

11.
12.
13.

Regulated Costs in the
Sales of non-Regulated
Products and Services
Cost of Goods Sold Equipment
Installation and
Rearrangement
Repair/Contract Maintenance
Subcontracted Wiring
Other Services Expenses

150
2581
729
837
933
540

DIRECT MARKETING EXPENSE
14. Branch selling expense
15. Total Direct Manageable Expenses
CONTRIBUTION MARGIN

896
6666

1647
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Requirement 2. Cost Allocation/Improper Cross Subsidy Issue
The cost allocation/Improper cross subsidy issue is a question of whether non-regulated activities bear a
share of the common costs of doing business. Clearly, each portion of the business, regulated or non
regulated should bear its direct costs. All variable costs should be charged directly to the originating
operation. Fixed costs however, are another matter. Fixed costs are insensitive to fluctuations in the
business or even whether or not the company continues to engage in the non-regulated business. As long
as the non-regulated activities provide positive contribution margin, and this contribution margin absorbs
fixed costs, the non-regulated activities subsidize the regulated activities. If the non-regulated activity adds
new customers to the regulated side of the business, the average cost of providing the regulated service
decreases and the savings will ultimately be passed on to the ratepayers in the form of lower rates.
Reference to Exhibit II indicates that the following are potential problems in regard to the improper
cross subsidy issue.

Line 7

Regulated Costs
Could these costs be avoided if there were no deregulated business?

11

Branch Selling Expense
Is it proper to allocate costs here? Would the regulated side of the business be able to
eliminate those positions if there were no deregulated business?

12

Support Sales Expense
See explanation for line 11 above.

13

Other Branch Expense
See explanation for line 7 above.

17

Other Services Expense
See explanation for line 7 above.

Consideration of the above items as avoidable raises the further issue of whether the proposed solution
for part 1 should be modified for a higher level of management.
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ALL IN THE FAMILY:
THE SALE OF OPERATIONS
Marc A. Rubin, Assistant Professor
Miami University, Oxford, Ohio
Patricia B. Rubin, Partner
Saltz, Shamis & Goldfarb, Cleveland, Ohio

Kentley Incorporated, a distributor of equipment and supplies for clothing manufacturers, is owned and
operated by the Kent family. Mike Kent and his four children, Sara, David, Daniel and Abigail each own 20
percent of the business. Kentley is headquartered in University Heights, Ohio and has additional warehouse
facilities in the Mid Atlantic and Midwest states. For tax purposes, Kentley has elected to be treated as an
S corporation under Ohio law and reports on a calendar year basis.
Kentley produces and distributes a catalog of their product line and, in addition, employs a relatively
small sales force. Their product line is mostly made up of sewing and silk screening equipment and related
supplies, although they do carry other items in small amounts (such as safety equipment). Sales are
primarily received either through on-site visits by salespersons or via phone calls from customers. Kentley’s
customers include both large and small clothing manufacturers, t-shirt shops and tailors.
During 1989 the Kent children decided to expand the operations of Kentley and developed a new
division to distribute industrial safety supplies (for example, fire extinguishment equipment, goggles,
gloves, etc.). The safety supplies would be sold in a similar fashion to other products, although the owners
expect a heavier reliance on catalog sales. Many of the customers for the safety supplies are existing
customers for their clothing manufacturing supplies. The new division, called International Safety Products
(ISP), will be located in the companies facilities in University Heights. Kentley absorbed all of the start-up
costs of the new division and company personnel are responsible for all of the operations of the business.
On October 1, 1990, the Kent children decided that ISP will grow to a sufficient size to justify it
becoming a distinctly separate business, with its own location and operating personnel. The children
approached their father who agreed with the idea of Kentley selling the assets of ISP and establishing a
separate corporation (also organized as a S corporation under Ohio law).
On December 31, 1990 (the last day of Kentley’s fiscal year) Kentley declared a cash dividend payable
to all of the shareholders. The Kent children used their portion of the cash to purchase the assets of ISP
at net book value as of January 1, 1991.
Operating results of the 2 divisions of Kentley (clothing manufacturing supplies and ISP) are as follows
(Note: Revenues and expenses are incurred evenly throughout the year):
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1990
Cloth Manuf
Sales
Cost of Sales
Gross Profit
Operating Exp.
Other Inc.
Net Income (Loss)

$46,100,000
37,300,000
8,800,000
7,800,000
1,200,000
2,200,000

ISP
$9,080,000
3,300,000
5,780,000
7,200,000
0
(1,420,000)

1989
Cloth Manuf

$40,200,000
32,200,000
8,000,000
6,900,000
1,300,000
2,400,000

ISP
$0
0
0
600,000
0
(600,000)

On December 31, 1990 the net assets of the ISP division are as follows:

Cash
Accounts receivable
Inventory
Prepaid expense:
catalogs
Data processing equipment
Furniture and fixtures
Warehouse equipment
Accumulated depreciation
Data processing equip.
Furniture and fixtures
Warehouse equipment
Deposits
Accounts payable
Accrued payroll
Line-of-credit
Net book value

$10,000
950,500
2,650,000
2,003,000
135,000
46,000
160,000

(25,600)
(8,900)
(40,800)
1,000
(700,900)
(60,600)
(2,500,000)
2,618,700

QUESTIONS

1.

Is ISP considered a segment of the business for accounting and reporting purposes?

2.

How should Kentley reflect the sale of the assets of ISP in the 1990 income statement. Describe
how the sale would affect Kentley’s 1990 balance sheet.

3.

What special accounting and reporting considerations are needed because of the related party
nature of this transaction?

4.

Since Kentley is a closely held company, why should accountants be concerned about the account
ing and reporting of operations and related party transactions? What users of financial statements
will be concerned about the proper reporting of operations and related party transactions.

5.

Is this case a timing, measurement, or reporting issue? How will the various potential alternative
solutions affect the assessment (amount, timing, certainty) of the cash flows of Kentley and/or ISP?

EXTENSION QUESTIONS
6.

If Kentley sold ISP for a gain or loss, how would the financial statement disclosures be affected?

7.

If Kentley were an SEC company, how would the financial statement disclosures be affected?
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BACKGROUND SOURCES

APB 30 —“Reporting the Results of Operations — Reporting the Effects of Disposal of a Segment of a
Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions” contains
the principal authoritative guidance on reporting the results of discontinued operations.

Additional guidance on related aspects of disposal of segments contained in FASB 16-”Prior Period
Adjustments”, APB Interpretation 30-1, and EITF 85-36.
The primary guidance for related party disclosures is FAS No. 57.
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All in the Family:
The Sale of Operations
TEACHING NOTES
Marc A. Rubin, Assistant Professor
Miami University, Oxford, Ohio
Patricia B. Rubin, Partner
Saltz, Shamis & Goldfarb, Cleveland, Ohio

APPROPRIATE COURSE(S)

Professional accounting research, accounting theory, intermediate financial accounting, auditing.
Students should know how to research an accounting question, but technical knowledge for case is at
the level of an intermediate financial accounting course.

TIME FRAME
Major points of case could be developed and discussed in a 1 hour class. Case extensions would take
additional time.
CASE OBJECTIVES AND SUMMARY
1.

To have students analyze issues of small, closely held companies.

2.

To have students make an accounting decision where judgment is very important. In this case, what
is an identifiable business segment.

3.

To expose students to issues of related parties, which are relatively common in smaller businesses.

4.

To have students ascertain the importance of an accounting issue to the assessment of the firm’s
cash flows.

The focus of this case is two-fold. One, to demonstrate to students that authoritative guidance still
requires accountants to use judgement and that solutions will often not be consistent across accoun
tants. Defining a business segment and determining whether it is a separate line of business is often
not an easy task. Whether alternative disclosures makes a difference to the assessment of cash flows
should always be a consideration in evaluating an accounting issue. Two, this case focuses on a small
business with a related party transaction. This introduces students to the small business accounting
environment and brings up the issue whether accounting measurement and disclosure should be the
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same or different depending on ownership. This case also allows for the discussion of the purpose of
related party disclosures.

SOLUTION EVIDENCE

Determination of whether ISP qualifies as a segment
APB 30 par 13 defines the term “segment of a business” for purposes of accounting for discontinued
operations and gain or loss on disposal of a segment of a business as “a component of an entity whose
activities represent a separate major line of business or class of customer. A segment may be in the
form of a subsidiary, a division, or a department, and in some cases a joint venture or other nonsub
sidiary investee..... The fact that the results of operations of the segment being sold or abandoned
cannot be separately identified strongly suggests that the transaction should not be classified as the
disposal of a segment of the business. The disposal of a segment of a business should be distinguished
from other disposals of assets incident to the evolution of the entity’s business, such as the disposal of
part of a line of business, the shifting of production or marketing activities for a particular line of
business from one location to another, the phasing out of a product line or class of service, and other
changes occasioned by technological improvements.
Examples of events which should and should not be classified as disposals of segments are found in
Accounting Interpretation of APB Opinion No. 30. The focus of the examples is that a segment disposal
consists of an entire line of business, not just a significant portion of a line of business or an easily
identifiable portion of the business.
In the Kentley case, students will realize that a line of business is not always easily defined and the
technical literature guidance does not “solve” the problems. This is a grey area, but the decision in a
similar actual case was that this was not a separate line of business and thus did not call for discontin
ued operation reporting.
Further guidance on the recognition of an interim gain or loss on a discontinued operation is
provided in EITF 85-36. EITF 85-36 suggests that an interim operating loss should be deferred until
disposal date if there is reasonable assurance that a net gain will occur on the disposal of the segment.
This could generate a discussion with students on the use of projections in accounting reports and the
importance of the accuracy of those projections.

RELATED PARTY ISSUES

Accounting Issue
SAS 6 suggests that related party transactions are accounted for in a similar fashion to unrelated party
transactions. SEC regulated business may differ and need to address issues discussed in SAB 48, Topic
G
5.

Disclosure issue
FAS 57 provides examples of related party transactions, and certainly the transaction between a
business and its principal owners (the Kent children) qualifies as a related party. Disclosure of related
party transactions include the nature of the relationships, description of the transactions, dollar
amounts of the transaction and any amounts due to or from related parties as of the balance sheet
date. Also a disclosure would need to be made about the nature of the relationship between Kentley
and ISP.
This could generate a discussion of the nature of related party transactions and whether the
reporting of such transactions should differ for public and private companies. No authoritative
pronouncements address this issue.
Auditing aspects of related parties is discussed in SAS’s 6 and 45.
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EGGSTRA ENTERPRISES, INC.
William D. Samson, Professor
University of Alabama, Tuscaloosa
Michael L. Roberts, Associate Professor
University of Alabama, Tuscaloosa
J. Mark Davis, President
Eggstra Enterprises, Inc.

INTRODUCTION
J. Mark Davis is a consultant and trainer for the nuclear power industry. Mark works full-time training
nuclear power plant inspectors in using seismographic equipment. His job entails a substantial amount of
travel for training programs around the country. Mark is also an inventor. His latest invention is a rubber
egg that can be used a hand-held exercise device. The potential market for such a device includes athletes,
particularly those who play golf, tennis, baseball, football, basketball, bowling, and any other sport in which
hand strength is important. Another potential market is medical rehabilitation for stroke, cardiac, and
arthritis patients. Additionally, the device may be used to relieve stress, as a toy for children, or as a
promotional device by screenprinting a client’s logo across the side. Because the device is egg-shaped, it
provides a better fit for the human hand than does a tennis ball or other hand-held devices. Also, it is
easier to transport than some competing gadgets, and it provides a more consistent resistance than devices
made of other, less durable materials. Because of it unique egg shape and its intended use, Mark has
coined the name Eggsercizer for the product.
Mark has formed a company, Eggstra Enterprises, to develop the invention and to market it. He has
filed a patent application with the U.S. Patent Office, and the application is pending. Patent applications
for other countries are also being applied for. A sample of Eggsercizers have been produced by a local
rubber manufacturer. Packaging has been developed with the help of another company. Mark has lined up
a couple of representatives to display the eggs at various trade shows and to contact buyers at sporting
goods, gift, and department stores. In his travels, Mark frequently makes additional contacts with store
managers. Another marketing approach has been through professional athletes such as San Francisco 49’er
Joe Montana and the PGA’s Buddy Gardner, both of whom are currently using the Eggsercizer. In addition,
President Bush received a “stress reduction” Eggserciser during the Gulf War; reportedly, he uses it
regularly.
In late December 1991, Mark Davis received an inquiry from a German investment banker, who heard
about Eggsercizer, about making Eggstra a $100,000 five-year loan in exchange for a note with a 12% note
which can be converted into stock. Mark knows that Eggstra needs money to move from the start-up phase
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to the operations phase. The cash is critical because Eggstra has just received an order for 20,000
Eggsercizers from Brookstone and Mark believes that more orders will be received in 1992. Using the
attached information, help Mark make financial projections so that this new business will get off to a good
start.
PART I

1. The checkbook of Eggstra Enterprises, Inc. reveals the receipts and expenditures that have occurred
during the last year and a half (the start-up phase of the business).

Cash Inflows:
Investment received from Mark Davis
Investment from outside investors
Total Cash Received to date

$24,000
43,000

Cash Outflows
Payment to patent attorney
Payment for Molding Equipment
Payment of exhibition costs (Marketing)
Payment of advertising (Marketing)
Payment for pro-types & testing (R&D)
Payment for office equipment
Payment for telephone (Marketing)
Payment to Rubber Mfg. (Inventory)
Payment to Felt Flocking Co. (Inventory)
Payment for boxes (Inventory)
Total Cash Payments to date

$ 5,000
3,000
4,000
15,000
12,000
1,000
8,000
10,000
5,000
3,000

$67,000

Balance of Cash on Hand, Jan. 1, 1992

66,000
$ 1,000

2. As of Jan. 1, 1992, Eggstra owes:
a. $17,000 more to Allied Products for the molds
b. $1,000 to ABC Office Equipment for computer equipment
c. $1,000 to the phone company for Dec. phone service (Marketing)
d. $3,000 to Trout Davis Marketing for design of packaging (Marketing)
e. $4,000 to Birmingham Packaging Products (Inventory)
f. $2,000 to Specification Rubber for recent production of Eggs.
3. As of Jan 1, 1992 Eggstra has 5,000 Eggsercizers on hand, all boxed and packaged awaiting sales.
During the start-up phase, Eggstra used another 5,000 Eggsercizers in promoting the product.

4. After consultation with an economics professor at UAB, Mark Davis believes that all costs during the
start-up phase should be capitalized as assets and none of the costs expensed because revenues were
not yet being generated. Costs that are of a marketing and promotion nature and costs that are of a
research & development (R&D) nature will be amortized over five years, as permitted by income tax
law, once revenues begin. Costs associated with inventory, are also capitalized (as “Inventory”). For
those Eggsercizers that are used in promotion, the costs are moved from “inventory” to “marketing.”
Required:
A. Prepare an initial balance sheet as of Jan. 1, 1992. Do so by following the steps below:

1.

Post the above transactions in the “T” accounts that appear in Exhibit 1. Not required, but
encouraged for students who are uncertain about posting directly to the “T accounts (Ledger),
record the above transactions in journal entry form first, the post to the “T” accounts (ledger).
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2. After determining the net debit or credit balance in each account, fill out the trial balance in
Exhibit 2.

3.

If the trial balance balances (debits = credits), fill out the balance sheet in Exhibit 3.

B. How will the balance sheet differ, if the R&D and the Marketing costs are considered expenses
instead of assets? Do not change Exhibit 3, just describe the general impact on the balance sheet.
PART II—PROJECTED 1992 DATA

1.

Mark estimates that sales will be 150,000 Eggsercizers in 1992. At $4.00 each, sales revenue will be
$600,000. Of these sales, Mark believes that the company will collect $400,000 of these sales in cash
by year end and that the remaining $200,000 will be uncollected at the end of 1992.

2.

Mark anticipates that the company will produce 190,000 Eggsercizers in 1992. If Mark’s sales estimate
of 150,000 is correct, then the company’s inventory will increase from 5,000 to 45,000 on hand by year
end. Mark projects an Eggsercizer’s cost as follows:

Rubber egg
Flocking
Packaging
Total

$1.00
.50
.30
$ 1.80

3.

Upon receipt of the Brookstone order, Mark hired a “shipping supervisor” and an “office manager.”
These two employees will take over much of the daily routine from Mark starting Jan. 2,1992. Eggstra’s
salary and employee benefits will be $2,500 per month (including payroll tax).

4.

Because of the Brookstone order, Eggstra is moving from Mark Davis’ home to a nearby commercial
location. Rent will be $200 per month starting in January.

5.

Mark estimates the utilities (phone, electricity, etc.) at $1,000 per month.

6.

Mark intends to draw a salary for his part-time marketing and administrative effort. This cost be $1,000
per month. In addition, Mark’s children will continue to help out after school, in the summer and on
weekends as needed. They will be paid $4.00 per hour and Mark estimates that they will work a total
of 1,000 hours during 1992.

7.

Eggstra uses “reps” for some sales. Based on projected sales, Mark estimates that Eggstra will pay
$20,000 for their services in 1992.

8.

Marketing and advertising expense is estimated to be a total of $40,000 for 1992.

9.

The $100,000 loan from the German investors will be available on Jan. 3rd. The loan (note) carries a
12% annual interest payable at the end of each month. The loan is structured to mature at the end of
five years, or at the discretion of the investors, be converted into 1,000 shares of stock.

10. With the exception of the German investor loan, Mark would like to make Eggstra debt-free by the end
of 1992. Therefore the liabilities on the Jan. 1, 1992 balance sheet will be paid off as quickly as
possible.
11. The costs associated with the long-term assets, such as R&D, Molds, Office Equipment, and Patents and
the capitalized Marketing costs, will be expensed (depreciated or amortized) over five years. (Credit
the asset accounts directly, do not use contra asset accounts).
12. Because Eggstra is an “S Corp.” for federal income tax purposes, there will be no corporate level
income tax.
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Required:
Mark wants to see where Eggstra Enterprises will be financially at year end 1992. He also wants to be able
to correct any anticipated problems. Therefore, Mark wishes to use the forecasted transactions to come up
with a “budget” consisting of projected financial statements. In order to prepare these statements, treat
the projected 1992 transactions as if they really are occurring.

A.

Using the above projected data, prepare journal entries for the forecasted transactions. Aggregate
the data such that each item reflects the total transaction for the year (i.e., make one journal entry
for the annual rent rather than twelve monthly rent entries, for example).

B. Post the projected transactions in the “T” accounts in the general ledger (Exhibit 4). Data
accumulated from Jan. 1, 1992 (from Part I) is already posted.
C. After totaling each account in Exhibit 4, use the Projected Trial Balance (Exhibit 5) to ensure that
total debits and credits are equal. Find your error if the debits and credits are not equal.

D. Using the entries to the cash account, fill out the Projected Cash Receipts and Disbursements
Statement in Exhibit 6. What problem will Eggstra encounter if things go as projected?

E.

How much profit will Eggstra earn if operations go as planned? Complete the income statement
in Exhibit 7.

F.

Why is net income greater than the net cash flow (Exhibit 6)?

G. Prepare a projected balance sheet for year end 1992. Fill in Exhibit 8. Be sure to take the retained
earnings amount from the Retained Earnings Statement.
H. Based on the projections, compare the balance sheet at the end of 1992 to the beginning balance
sheet. How much did assets increase?

I.

In terms of assets, how much better off are the stockholders at the end of 1992 compared to the
beginning of 1992?

J.

If operations go as projected, Mark Davis and the other stockholders will have income tax
problems because, as a “S Corp,” shareholders, rather than the corporation, are taxed on the
corporate income. Each owner will pay tax on a “pro rata” share of the corporate profit (in
proportion to the amount of stock owned, i.e., an owner of 10% of the stock will report 10% of
the corporate profit). The result of the foreseen tax problem is that the shareholders (particularly
Mark Davis) will need and will demand a cash dividend to cover the tax on the corporate profits.
Will Eggstra be able to pay out 30% of the 1992 profit as a dividend? Explain.

K.

Given the problem in “J”, “D” and also reflected on the projected 1992 year end balance sheet,
propose for Mark several different options which will help alleviate the problem. Indicate how each
option will impact on the financial statements.

L.

Mark Davis is worried about the accuracy of the estimates, particularly the sales forecast, and the
resulting impact on income if the forecast is too optimistic. Compute the break-even point in sales
units. Does the information needed for the break-even analysis come directly from the income
statement? What type of information do you need in calculating the break-even point?

M. Besides the depreciation and amortization expense entries, what other adjusting entries might have
to be made on the books of Eggstra at the end of 1992? Why are adjusting entries typical for most
companies?

N. Which Eggstra accounts will be closed out at the end of 1992? Why are closing entries made?

O. Expenses exhibit a variety of cost behavior patterns. (1) Some expenses seem closely associated
with a sale of an Eggsercizer unit. (2) Some other expenses seem more related to total sales rather
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than an individual sale. (3) Other expenses seem more closely related to a time period than to unit
sales or sales volume. (4) Finally, some expenses seem to have no relationship with sales. For each
of the four types, give an example from Eggstra’s 1992 projected income statement.

P.

Which asset accounts seem directly related to Eggstra’s revenue?

Q. Which asset accounts seem directly related to Eggstra’s expenses?
R. What distinguishes a cost which is deemed to be an asset from those costs that are deemed to be
expenses?
S.

Generally a cost represents the cash given up in exchange for a resource acquired. Is cash the only
thing that can be exchanged in “cost” transaction? Give an example of acquiring a resource in
which no cash is paid. Does the resource in your example have a “cost”? How is the cost in a
noncash exchange measured?

T.

Generally an expense represents (1) a simultaneous outflow of cash, (2) a cash outflow that
occurred prior to the expense or (3) a cash outflow that will occur after the expense is recognized.
Give an example that illustrates each of the above expense — cashflow patterns.

U. Revenues generally represent inflows of cash, mostly in the same period as the revenue, but
sometimes prior to the period that revenue is recognized and sometimes in a period after the
revenue is recognized. Give an example of each of these three cash inflow-revenue patterns.
PART III—THE STATEMENT OF CASH FLOWS
A. Assume that the projected data actually occurs during 1992, along with the three additional transactions
listed below. Use the Projected Cash Receipts and Disbursement Statement (Exhibit 6) as a starting
point (modified for the three additional transactions below), prepare a Statement of Cash Flow (Exhibit
9).

1.

On December 28, 1992, Eggstra obtained a $70,000 SBA loan from AmSouth. The loan is for three
years and requires annual interest payments of 10%. At the beginning of 1992, AmSouth would not
have considered such a loan. However, the bank was impressed with Eggstra’s 1992 sales, profit
and the company’s future.

2.

On December 29, 1992, Eggstra purchased a delivery van for $15,000 because the dealer’s year end
close out sale was so attractive and the company had grown to the point of needing such a utility
vehicle.

3.

Because of shareholder demands concerning their tax situation, Eggstra declared and paid a
$50,000 cash dividend on Dec. 31, 1992.

B. Reconcile the amount of Net Cash Flow from Operations with the amount of Net Income (Exhibit 7).
What are the differences?

C. Using the differences in “B” above, modify the “Operating Activities” section of the Statement of Cash
Flow in Exhibit 9 to start with Net Income and add or subtract the adjustments to compute “Net Cash
Flow From Operations.” Check to see that this amount is equal to the amount in Exhibit 9. (Note the
approach to calculating the amount of Net Cash Flow From Operation in “A” is “the direct approach”,
while starting with net income and adjusting to compute Net Cash Flow From Operations is “the
indirect approach.” You should get the same amount using either approach).
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EXHIBIT 1
General Ledger “T” Accounts

CASH

INVENTORY

MOLDS

MARKETING

ACCTS PAYABLE

PATENT

R&D

OFFICE EQUIP

COMMON STOCK
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EXHIBIT 2
Trial Balance
January 1, 1992
ACCOUNT

BALANCE
DEBIT
CREDIT

Cash
Inventory
Molds
Office Equipment
R&D
Patent
Marketing
Accounts Payable
Common Stock
Total

$

$

EXHIBIT 3

Eggstra Enterprises, Inc.
Balance Sheet
as of January 1, 1992
ASSETS
Current
Cash
Inventory
Total Current Assets

NonCurrent
Molds
Office Equipment
Patent
R&D
Marketing
Total Noncurrent Assets
Total Assets

$

$_________

LIABILITIES AND STOCKHOLDER’S EQUITY
Liabilities
Accounts Payable
Stockholders Equity
Common Stock
Total labilities and Stockholder’s Equity

$_________
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EXHIBIT 4
General Ledger T” Accounts
CASH

ACCOUNTS RECEIVABLE

INVENTORY

12,000

1,000

PATENT

5,000

MOLDS

R&D
12,000

20,000

MARKETING

OFFICE EQUIP
3,000

43,000

NOTES PAYABLE

ACCOUNTS PAYABLE

29,000

COMMON STOCK

RETAINED EARNINGS

SALES

67,000

COST OF GOODS SOLD

SALARY EXPENSE

RENT EXPENSE

COMMISSION EXPENSE

DEPRECIATION EXP

AMORTIZATION EXP

UTILITY EXP

MKTG & AD EXP

INTEREST EXP
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EXHIBIT 5
Projected Trial Balance
December 31,1992
ACCOUNT

BALANCE
DEBIT
CREDIT

Cash
Accounts Receivable
Inventory
Molds
Office Equipment
R&D
Patent
Marketing
Accounts Payable
Notes Payable
Common Stock
Retained Earnings

Sales
Cost of Goods Sold
Salary Expense
Utility Expense
Rent Expense
Commission Expense
Marketing & Advertising Expense
Depreciation Expense
Amortization Expense
Interest Expense

Total
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EXHIBIT 6
Eggstra Enterprises, Inc.
Projected Cash Receipts and Disbursements for 1992
Cash Receipts
from collection of sales
form German investors loan
Total Cash Receipts

$_______
$

Cash Disbursements
payment for inventory
payment of salary
payment of commissions
payment of marketing & advertising
payment of interest
payment of accounts payable
payment of rent
payment of utilities

Total Cash Disbursements

Increase (Decrease) in Cash
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EXHIBIT 7

Eggstra Enterprises, Inc.
Projected Income Statement for 1992
Revenues (Sales)

$

Cost of Goods Sold

_____

Gross Profit

Operating Expenses
Marketing and Advertising Expense

$

Salary Expense
Commission Expense
Utility Expense
Rent Expense
Depreciation Expense
Amortization Expense
Total Operating Expense

_________
_________

Income before Interest (Operating Income)

Interest Expense

_________

Net Income

_

Number of Common Shares

67,000

Earnings Per Share

Eggstra Enterprises, Inc.
Projected Statement of Retained Earnings for 1992
Beginning Balance of Retained Earnings

plus Net Income
minus Dividends Declared
Ending Balance of Retained Earnings
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EXHIBIT 8

Eggstra Enterprises, Inc.
Projected Balance Sheet
as of December 31, 1992

ASSETS
Current
Cash < >
Accounts Receivable
Inventory
Total Current Assets

Noncurrent
Molds
Office Equipment
Patent
R&D
Marketing
Total Noncurrent Assets
Total Assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
Liabilities
Notes Payable

Stockholders’ Equity
Common Stock
Retained Earnings
Total Stockholders’ Equity
Total Liabilities and Stockholders’ Equity
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EXHIBIT 9

Eggstra Enterprises, Inc.
Projected Statement of Cash Flow

Cash Flow from Operating Activities
Receipts from Customers
Operating Expenditures
payment for inventory
payment of commissions
payment for marketing & advertising
payment of rent
payment of utilities
payment of accounts payable
payment of interest

$
$

______

Total Operating Expenditures

Net Cash Flow from Operations

$

Cash Flow from Investing Activities
Inflow from Sale of Long-Term Assets
Outflow for Acquisition of Long-Term Assets
Purchase of Equipment (Truck)

0
<

>

Net Cash Inflow <Outflow> from Investing Activities

Cash Flow from Financing Activities
Inflow from Financing
proceeds from German investor loan
proceeds for AmSouth SBA loan

______

Total Inflow from Financing

Outflow for Financing
payment of a dividend
Net Cash Inflow <Outflow> from Financing Activities
NET INCREASAE < DECREASE > IN CASH DURING 1992
BEGINNING CASH BALANCE

ENDING CASH BALANCE

$,
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Eggsercizer
The Future Shape
Of Exercise TM

Mark Davis
President

Eppstra Enterprises, Inc.
PO. Box 1159
Alabaster, Alabama 35007
(205)663-5917

The World's
Smallest
Exercise
MachineTM

Eggsercizer

Eggserizer
Introducing the Eggsercizer™
Ironically, your hand--the part of your body you use the most--is the part that receives the
least direct exercise. And until now, there was no hand-held exerciser that could give your hand
a comfortable, natural feeling workout.

Now the Eggsercizer™, a patent-pending egg-shaped exerciser, gives your hands the exact
workout they need. Made from an energy-absorbing, space-age polymer, it lets you improve
dexterity and grip strength--and tones your forearms at the same time.

It's super-portable.
You can use it practically
anywhere--at work,
at home, while travelling
or watching television,
or during regular exercise
such as jogging, walking
or aerobics.

It's good for stress management, too. The special egg-shape exercises all five fingers at once,
plus it has a soft, natural feel that's soothing to the touch.
A nationally renowned orthopedic surgeon has his patients use the eggs to rebuild their
hands, elbows and shoulders after surgery. And, a national accounting firm orders
Eggsercizers by the case for their data entry personnel.

The Eggsercizer's shape, feel, and looks make it the perfect exercise and stress management
companion for sports enthusiasts, executives, secretaries, housewives, and students.
Its affordable price-point makes it the perfect gift idea and encourages multiple unit sales.

For more information on the Eggserdzer™

tall 1-800-858-EGGS (3447).

Eggsercizer

Questions & Answers

What is Eggsercizer™?
The Eggsercizer™ was developed by a sports-oriented nuclear consultant (that line is heard so often
it’s hard to believe but in this case it’s the absolute truth) who wanted to have some sort of device
which would allow him to exercise while in his car during normally non-productive time.

What is it made of?
The Eggsercizer is made of a soft-textured, compressible, impact-absorbing, space age polymer,
in the shape of an egg.

Why would I want to use it?
Using nature’s perfect shape to almost exactly match the anatomical shape of the clenched
human hand, the Eggsercizer not only offers exercise, but also physical therapy and some
stress management.

Who should use the Eggsercizer™?
Anyone who wants to improve the strength and dexterity in the fingers, hand, wrist and forearm.
Executives and secretaries, computer operators... tennis players, golfers and anyone interested in
improving performance in any sport where hand and arm strength can make a difference...
therapists and their patients... and the elderly and the infirm who need limited exercise.

What has the community
said about the Eggsercizer™?
A nationally renowned orthopedic surgeon uses it to help rebuild hand and arm strength after
surgery. A nationally respected boxing coach says the five finger exercise is far superior to the two
finger benefit his athletes get from squeezing a ball. A therapists’ catalog claims the Eggsercizer
is so novel and comfortable that patients use it more readily and more often.

How do I use the Eggsercizer™?
Place it in your hand with the pointed end down and squeeze like a tennis ball. Relax your hand
and roll it with the thumb. Increase repetitions with regular use, and alternate hands.

Where do I use the Eggserciser™?
Anytime, anywhere... traveling in your car or on a plane, sitting in the office, walking on a
treadmill, running... even at work.

Is there more than one
type of Eggsercizer™?
No. There’s only one... it comes in one color (blue) and one shape (egg-shaped).
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EGGSTRA ENTERPRISES, INC.

Interview with the Eggstra Founder Mark Davis
Interviewed by Michael L. Roberts.

Following is a transcript of a videotaped interview of Eggstra Enterprises, Inc., founder
Mark Davis. The entire interview is available on videotape from the American Institute
of Certified Public Accountants for a nominal charge to cover copying costs and
shipping. For more information or to order a copy of the videotape, call the AICPA
Academic and Career Development Division at (212) 596-6221.

Davis: My name is Mark Davis, and I live in Alabaster Alabama. Basically I have come up with a new novel
invention for exercising hand and arm muscles. I used to work out on weights and then when I started
traveling a lot I needed to find something to work out my hand and arm muscles as I was driving around.
So I decided to start working out with a tennis ball. January of 1989 I started working with the tennis ball
and kept working with it. Then on Memorial weekend 1989 I was at my brother’s in Atlanta. I had a
meeting the next day with General Electric to set up a training program—that’s what I do. I went to bed
at 10:30 and then for some reason at midnight I just woke up in the middle of the night and said what is
a neat, novel shape that would sell that is better than the tennis ball, better than the spring loaded
handgrips and what have you.
Roberts: Had you been thinking about inventing something during that time?

Davis: No, no, it was just out of the blue. For some reason I just sat up in bed. I mean I have always
wanted to invent something, I always had a goal of wanting to invent something. I have had a lot of good
ideas but have never proceeded with anything, never had the chance. This just hit me in the middle of the
night and I said what is a neat novel shape that would sell. Well, I went down to my brother’s kitchen table
at midnight and just started writing down everything that came to mind. I mean my mind wouldn’t stop
running and I couldn’t go to sleep. I even tried to go back to bed and came back downstairs. Finally,
around 3:00 or 4:00 in the morning, “I said what is a neat novel shape that would sell, how would I
handle it, how would I market and distribute it?” I came up with the idea that the silhouette of my four
fingers matches the shape of an egg. So I went to my brother’s refrigerator, got a raw egg out of the
refrigerator and said, “wait that’s it!” The egg shape conforms to the silhouette of the four fingers. So
initially the idea was the Exercise Egg. I thought, “how would I manufacture it?” Everything just started
rolling off. Well, finally around 5:00 o’clock in the morning I said, “I have to go to sleep,” so I slept for
a couple of hours and got up, had my meeting with General Electric, and immediately called a friend of
mine after that in Charlotte. I lived in Charlotte, North Carolina at the time and asked to speak to a patent
attorney. He put me in touch with a friend of his. I went to talk to him. He thought it was a great idea but
he said he didn’t think I had a chance patenting it. He said, “I think you are wasting your time and your
money.” He said if you want to do it will be $4,600. I didn’t have that kind of money at the time.

Roberts: Why did he think you were wasting your time?
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Davis: Well, he felt that I couldn’t patent the shape. His analogy or his comparison was that I couldn’t
patent an ashtray. An ashtray is an ashtray. He said you can’t do that. I said, “but I am not patenting the
shape I am patenting the application of the shape to a specific thing like an application patent versus a
design patent.” So I got real discouraged and was really down. I called a friend of mine that had invented
a—you have seen in the grocery stores the grocery carts that have the baby carriage mounted to them. A
friend of mine that used to be a welder invented that. His first work with a patent attorney, he spent
$7,500 on the patent —they said forget it you are wasting your time. There is not a market for it and you
can’t patent it. Well, that guy is now a millionaire. He is selling those things as far away as Australia and
getting ready to come through with a couple of big contracts with McDonald’s and big restaurant chains,
taking the same idea and just applying it to a different market. So I called my friend up and he put me in
touch with a patent attorney that was a semi-retired patent attorney for Westinghouse. He had retired in
Charlotte. I talked to him and he said, “yes, I think we could patent it.” The thing I found out talking with
my friend is that patent attorneys are like all of us—they have a different opinion and different perspective.
This guy said, “yes, sure, I think we can get a patent on it.” I am still patent pending today but at least
we are going through the process. He worked with me very closely on this. He liked the idea, and we
seemed to hit it off real well too. He charged me about $2,000 for the patent application and $250 for the
search. We have now extended our patent rights to all of Japan, Australia, all of Europe and Canada.

Roberts: Is there any additional cost to that, or do they just grant or not grant it?

Davis: Well, the application, right now we have tied up in my patent counting the international patent,
almost $5,000. There is about $1,800 that goes to the international patent rights, and another $800 when
we had to go back to the U.S. patent office as an amendment. I guess I have about $5,000 tied up in my
domestic and international patents.
Roberts: All right—what was your next step after you consulted a patent attorney? You also had to set
up a business.

Davis: I had to set up a business. The next thing I did, this is even before I set up the corporation, was
to figure out how I was going to manufacture these things. My original idea was essentially an inflated
tennis ball that looked like the shape of an egg. Well, what I did was just open up the Charlotte yellow
pages and looked for a rubber manufacturer. I found a rubber manufacturer down in Clover South Carolina
in the yellow pages. I called the guy up. My patent attorney had drawn up a form called “a nondisclosure”
that I could take to a manufacturer and disclose my idea to him without him stealing that idea for a period
of five years. Of all manufacturers that I have talked to to date, not a single one has refused to sign it. So
I found this rubber plant, we built a prototype mold. The prototype mold cost me $1,400. It is a 4 cavity
egg mold just to prove the concept — could we mold the shape, what was the advantage of the egg shape
over the ball. The fact is that with the ball, of course, you only squeeze the middle two fingers versus with
the egg shape we equally distribute the load. What was funny when I got my first prototype egg — since I
had been using the tennis ball for so long I had two muscles in my forearm that I was sore for a week
because I had not been exercising these two fingers. So I don’t have that problem anymore because I have
been squeezing the egg.
Roberts: Who actually designed the mold? Did you use a real egg for the prototype?

Davis: What I used was one of the little plastic Easter eggs that you find that you put a toy in or a piece
of candy. We sent that to the molder and he used that as a mock-up for building the first mold. Then when
we got the first mold we found that the egg was just a little bit too short. It was 1.5 inches in length. We
extended the length by a quarter of an inch to make it a little bit longer for larger size (I have pretty good
size hands). Then we ordered a production mold which cost me, I probably have got about $8,500 just tied
up in the production mold which is an 81 cavity mold. It makes 81 eggs at one time.
Roberts: How does the mold actually look?
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Davis: It is hinged together. It is a two-piece mold. The hinge will allow you to pull the eggs out and then
you close it down and there is a receiving trough at the top of it. You put rubber on top of it and this
hydraulic press comes down and compresses that rubber under pressure and temperature and extrudes
the rubber down into the cavity and it takes on the shape of an egg.
Roberts: I noticed a hole at the top of the egg.
Davis: That’s from the receiving trough. So then once we developed the egg we had to figure out the idea
was to put a textured coating on the outside of it much like the tennis ball that I had been using. Again,
I looked through the yellow pages—I didn’t know what it was called, I just said I wanted to put a textured
coating on it. I called a tennis ball company and they said, “oh you mean flocking.” I said, “yeah, I guess
so.” Well they put me in touch with a small company up in Morgantown North Carolina called Carolina
Flocking. So we submitted some eggs to them and they developed an adhesive and it is a neat process.
What they do is they spray or dip the egg in an adhesive and pull it out. Then they negatively charge the
adhesive and the egg. The fibers are much like the fibers that are in a jewelry box—the velvety coating that
is in a jewelry box. They positively charge those and then they spray them and then they stand and orient
themselves on end and that is where you get that fuzzy coating there. So we developed an adhesive and
then we said “okay now we have a product.” The next thing I had to do—in the meantime, I had to start
raising money because I didn’t have the money to pay for these production molds.

Roberts: What kind of reaction did you get from the rubber company when you went there? Was this
unusual for them to have somebody approach them for a new product?

Davis: No, they were used to the idea. They had other people that they had to sign nondisclosures for,
and matter of fact, the rubber manufacturer was so enthusiastic about the idea — he is a big tennis fan —
and he was so enthusiastic about it that he offered —he said, “whenever you get your investors set up I
want to be an investor.” So he is now one of my investors.

Roberts: Did they make up a mold themselves?
Davis: They ordered the mold from a company in Ohio. They made the mold, shipped it down to South
Carolina and then they bought the rubber. You have to mix the rubber in the specific colors that we
wanted to match. You put that together and then they mold the product right there in the plant. All they
are is the mold.

Roberts: How did you decide what type of rubber?

Davis: Basically, at his recommendation. We looked at a lot of different rubbers and we settled on an
inexpensive type rubber. This is nothing more than neoprene rubber. We have looked at things called SBR,
don’t even ask me what that is. We looked at different rubbers...
Roberts: Different compounds

Davis: Different compounds, right. The problem you run into is the way you make rubber softer as you
add oil to it. When you add oil to it that creates a slicker surface and the adhesive doesn’t bond as well.
So we had to constantly balance back and forth. How soft are we going to make it, how much oil do we
add to it, do we have an adhesive that will bond to it. The softest we got it to date is this soft right here
which you measure rubber on what is called a durometer scale which is the compressibility of a rubber.
This is a 30 durometer rubber. I will get to the softer version later.
Roberts: What kind of range, other than the new ones, did you go through when you were experiment
ing?
Davis: Good question. The first egg we molded we thought we needed to be in the 50 to 60 durometer
range. Well, we found out later that that range is also the density or the durometer of the rubber mallets
they use to beat out car bodies. I mean it was that hard, there was no give at all. I have pretty good hands
and I couldn’t even compress it. So we just slowly took it down, lower and lower, to the point of, see there
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is a point of diminishing returns, the softer you make it then you run into molding problems where with
the two cavities come together you end up with what is called “flash” which is excess rubber. Then if you
correct that problem then you end up with big cavities — in the end. So it was constantly back and forth,
back and forth. We went through a lot of development process just trying to figure out the right
combination. We still have some development work to do. We moved the rubber manufacturing now down
to a rubber plant here in Alabaster. They manufacture the eggs.

Roberts: How long a process of development did you go through until you really felt you had a product
that you could take out on the market?
Davis: It took us a year: Memorial weekend 1989, we took the product to our first trade show July 1990.
So it took us a little over a year to get a package product to market. We weren’t in full production but at
least I had something I could show people and we were selling it in the trade shows.

Roberts: You still had to set up a business.
Davis: My next step was the fact that I saw that this was going to be very expensive. I met with a lot of
different people. First thing I did was to go to a Business Incubator Center with the University of North
Carolina, Charlotte. They provided me free business planning, free business advice just because I was a
young startup company. They do this kind of thing for free. They started asking me a lot of business
questions —where are you going to get your financing, have you written a business plan, and stuff like that.
Through that we started working on it. The next thing I had to do was figure out where am I going to get
money. My full time job is I teach. I train inspectors for nuclear power plants. This has given me the
advantage to come in contact with a lot of business friends, business associates. Well, when I talked to
people about the idea, people that I could talk to in confidence or if I wasn’t real sure about them I had
them sign a nondisclosure. They said, look I want to invest in that. So the first thing I did was started
processing the paperwork to form a corporation. The corporation is called “Eggstra Enterprises.” We tried
to keep the theme along the eggs. Before I could get my corporation set up I started seeing all of these
costs coming in molding, had to buy flocking and so forth. These guys wouldn’t jump in these ventures
unless you put money in front to buy the rubber, buy the mold, and whatever. So with a couple of friends
we drew up agreements that said that when I got the corporation started I would exchange stock for the
monies that they have given me. So what I did was initially set the price of the stock at $25 a share. Well,
to get them to come in with the money I gave them an offer. I said, “I will reduce the cost of the stock to
$20 a share if you will give me the money now before the corporation is formed.” Most people believed
in the idea and they said no problem whatsoever. So I raised initially close to $20,000 before my
corporation was formed. We are a North Carolina corporation. Hopefully we will become an Alabama
corporation at the end of this year, since I have moved the business down here. I have to date raised a total
of $50,000 for investors. The stock is selling now at around $37.50 a share. We are getting ready to go for
a second stock offering and I have a call in to my attorney now and the stock is probably going to go, this
sounds strange, but it is going to go at $75 a share. The way I value the stock is based on where I am at
different stages of development. It is fairly arbitrary but I look at where my initial investors first came in.
The first investor I had came in at $10 a share because I needed $1,400 for the production mold. So he
came in at $10 a share just because he had the biggest risk. So I look at the risk points along the
development stages.

Roberts: You are pretty much setting the price yourself at this point?

Davis: Yeah, I have been selling shares to friends and business associates. Basically the way it is set up now
is the last stockholder that came in was —he bought 1% ownership in the company for $3,750. When I
issue more stock, the next issuance will be 1% at $7,500 because we now are in the marketing stage of
development: we have got two magazines that have done some writeups on it and we had some
newspaper publicity and things like that. I am also basing the stock’s price on basically how much money
I need. That is the other thing. You have a limit by federal standards—I think it is 35 investors and you
can’t raise more than a half million dollars.
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Roberts: For S Corporations for federal income tax purposes.

Davis: For S Corporations, that is right.
Roberts: And to be a “private placement” to avoid SEC standards for public offerings of securities.

Davis: And to avoid SEC filing. But, there is also some state blue sky laws and now there is a new law that
just passed in the state of Alabama—you can’t bring more than 10 investors in a year. So I am kind of
caught between these rules. My next stock offering I am limited to only ten investors, so I figured out how
much money I need and most of my investors are guys that can probably come up with $2,500 to $5,000.
So that is the other way I value the stock: how much money do I need, how much risk is there, I have an
SBA loan application in because I am a Viet Nam veteran. The banks really don’t want to talk to you. They
are real touchy with what is happening with the FDIC and things like that. You have to find a bank that
will approve the loan before you can even go for an SBA loan.
Roberts: Do SBA loans go through a bank?

Davis: Yes, in other words, you get approval from the bank and what the SBA does is they guarantee the
loan — depending on whether it is a guaranteed loan or direct loan up to 90% of the loan. The thing that
I am having problems doing is showing short term how I will be able to make the payments on the loan,
because we are not seeing the volume of sales that we anticipated. So I am also talking to venture
capitalists, I have even gone to them to look at raising around $300,000. My SBA application is for
$195,000. We are looking at the stock offering trying to raise, I think I have it figured up, around an
additional $37,500 because of one of those blue sky laws, which is one thing my original attorney didn’t
advise me of when I first came to corporation. If there is anything that I can advise anybody is friends are
friends, but business is business. Don’t get me wrong, and I don’t mean this in a derogatory sense toward
him, but he was an attorney actually who was getting into another area of expertise that was not his area
and I really didn’t get any good advice on blue sky laws. I had to be very cautious as I proceeded trying
to bring in additional investors. So to date I have raised $50,000 and I am going for a second stock offering
to raise $37,500. Those monies are used for packaging and building of molds. The second run I have done
now is to order the softer version. We are going to a rubber called sorbothane which has essentially the
consistency of clay, yet it will spring back to its original shape. Manufacturers use this in jogging sole inserts
and stuff like that. The mold to make these in the egg shape is going to cost around $6,000. The nice thing
about this soft egg is that this will fit very nicely in the physical therapy industry. People that have carpal
tunnel syndrome, cardiac rehabilitation, arthritis, things like that. We can get into the stress reduction
market where you can just sit there and take your frustration out on the egg. So that is what the monies
are used for.
Roberts: Talk for a minute about the applications for the Eggserciser.

Davis: Right. The four markets we are looking at getting into — I have broken them down into four
categories — are sports or exercise. People that want to strengthen or tone their hand and arm muscles
while they are traveling in a car, flying in an airplane, sitting at the doctor’s office or whatever they can
squeeze the egg. The second market is the physical therapy. Basically, people that have hand and arm
rehabilitation. We even have an organization called “Touching You” that is a mastectomy company. It is
a support group that basically counsels and provides support to women that are getting mastectomies. One
of the things we found is squeezing the egg shape actually works the pectoral muscles which is a lot of the
muscle mass they use. I have women that told me they can feel it all the way up in their shoulder muscles.
I only feel it in my biceps and triceps. There are a couple of different ways to squeeze it. You can squeeze
it like this with the hand down or squeeze it like this with the hand up. You get a different range of
exercise for your whole arm. A lot of times what you do is you exercise with this hand 5-10-15-20
repetitions and 5-10-15-20 repetitions over here. You just alternate back and forth. So we are getting into
physical therapy. Carpal tunnel syndrome is where I think there is a muscle, a nerve, and a bone that is
pushing on that nerve and causing excruciating pain. They have to flex their hands, the same thing for
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arthritis, to move the joints. For cardiac rehabilitation, I have a physical therapist that is evaluating the
effectiveness of the egg for me now. He is telling me that the market is endless because he said a lot of
times even people that have cardiac rehabilitation have had a stroke and have no strength in their arms a
lot of times. They can barely even squeeze a sponge. So that is why we are going to the even softer version
to get a person to increase mobility in their hand. Again, the egg shape distributes the load. Another market
we are getting into is stress reduction. Another market is what we call the advertising medium or the
premium market where we can take the egg and screen print company logos on it. I have been approached
by a couple of companies to screen print their logo on it instead of giving away hats and coffee cups—give
away an Eggserciser. One of my first sales was to an egg farm in Arkansas. They bought a dozen of them
and they screen-printed their company logo on it and used it to promote the healthy aspects of eggs. Mine
has no cholesterol in it. There are other egg places that are getting interested in it. The pet industry was
another one. We have a Pet Eggserciser where you throw this to the dogs instead of throwing a ball. We
just take the unflocked rubber egg which is fairly durable and it bounces and the dogs and cats love to play
with it. So we are getting into that as a market, too. The market is really endless as to where we can get
into. A guy came to me the other day and said, “Mark can you screen print or can you camouflage the
egg?” I said, “Yes, I think we can air brush it.” I said, “Why?” He said, “What about a deer hunter? What
does a deer hunter do while he is sitting in the tree stand —nothing. A bow hunter can work on his hand
and arm muscles.” So those are some of the markets that we are getting into. First we have the fuzzy egg
which we have in green and purple—this is the deluxe version. Then we have the standard version which
will be the unflocked sorbothane rubber that we use primarily for the physical therapy line or people that
want to start out and they have very little strength in their hands. Then we have the upscale version which
is the executive version —we have the golden egg that will be mounted on a wall and plaque and we call
this “the Eggsecutive Eggserciser.” We can also make it in black. So those are our main product lines that
we are getting into.

Roberts: Any particular research in terms of the colors?
Davis: No, I have had a lot of luck in starting the company. My brother owns a marketing company here
in Birmingham. He has a very good business going right now and his art designer designed all the colors.
She picked everything out and I just went with her judgment.

Roberts: She designed the packaging?
Davis: Yes. She designed the packaging. Since this is part impulse buying, we decided how are we going
to display this. We knew that Eggserciser was a neat, novel gimmick. And there was some functionality. So
we had to kind of entice the buyer. We came up with the display pack that actually has some very nice
packaging with it. I have a lot of money tied up in packaging right now. If anything, that is what everyone
has told me, they don’t care if you are selling bubble gum you need to make sure you have a good package
that is going to attract. So that is what we have done. As a matter of fact, the art designer that works for
my brother, and that is her hand, and this guy that is on the front is a firefighter with the fire department
for the North Shelby Fire Dept. So he posed for the photograph. A cute story there is we had to touch up
the photograph. The next day after we had the photograph shoot we got the proofs back. He had cleaned
a fire engine the night before and had grease under his fingernails so we had to go back and wash the
photo to clean his fingers up. The neat thing that she has done is to develop packaging that attracts the
buyer’s attention. For example, she put the yellow highlight on the box to draw the eye to the hand.
Immediately the yellow draws the eye to the product. The company that makes the packaging for me is my
brother’s wife’s cousin’s that was just starting. Initially when I started designing this, I said, “we have to
design packaging.” This was when I lived in North Carolina. I talked to Old Dominion Paper Company
which is a company that makes packaging for Trivial Pursuit and things like that. They are usually used to
companies that want 100,000 boxes, 200,000, a million boxes. I needed a shorter run. Well, this new
company started up in Birmingham called “Box All” at exactly the same time. They were interested in
doing this. They bought a new piece of equipment out of Canada that basically produces packaging. They
use ultraviolet light—they are the only company licensed in the U.S. to do this. So the gloss that is on there
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is a polyurethane coating that gives it a richness. So with my brother’s marketing company and the way
they picked the colors and things like that, the art work, that combined with the packaging company, the
boxes which promote the product just worked out great. We have had more compliments on the packaging
in a lot of cases, especially at the trade shows from the sales reps, the distributors, manufacturers rep, they
love the packaging. They think that is what is really going to help Eggserciser. So that is how we evolved.
The neat thing about it is the way it is set up this becomes the shipping case and the display tray all at
once. So we shrinkwrap this and when the retailer gets it they take the upper part off which takes most
of the beating, they discard this and then they take the header card and it stands right up in it. So it sits
near the cash register to do what is called point of purchase sale which is that impulse buying coming out
of the store near the cash register. Now we are mainly targeting upscale stores. We have inquiries from the
General Nutrition Centers. As a matter of fact, the box company does a lot of packaging for the General
Nutrition Centers. Oshman Sporting Goods, Hibbetts, Brookstone. They have a spring loaded hand device
now that in talking to the buyer has peaked and is falling off and they are going to be looking at something
as a replacement. They are strongly considering Eggserciser. I count my chickens when the eggs hatch,
right. So that is how we developed that.
Roberts: Do you get a lot of chicken and egg jokes?

Davis: Oh yeah, if you read the first article you will notice they say, for example, “There is no chicken in
Mark Davis.” I have had guys tell me they want to see that rubber chicken who lays the rubber egg. It’s real
neat, I play puns on it to myself. There is a lot of novelty to it but there is functionality and so we have
fun with it.
Roberts: How did you get into the first trade show?

Davis: This started out with the business incubator. With the incubator, if you buy in as a young upstart
company you lease space from them. Then you are able to come in as a small corporation or small business
and share big corporation expenses like maybe share a fax machine, share a copier, you can even pay to
have a secretary answer your phone for you. You get accounting services—they don’t provide CPA type
services but they do provide bookkeeping services and you can take that and go to your CPA and get your
taxes done and things like that.
Roberts: So have you got an office or are you getting services through the incubator?
Davis: Right now I am just getting advice. I am not a part of the incubator or anything like that. I am not
to the point that I am ready to move out of my living room right now.

Roberts: You have your office set up here?
Davis: Yes, here in my living room.
Roberts: So you get the eggs packaged in here?
Davis: Right, my son, my daughter, my wife, and I have a girl that works for me part time. As a matter of
fact it is the —it is the firefighter’s (the model’s) wife. She works part time for me handling shipping,
receiving and stuff like that. My kids have learned a lot with the business too because we set up an
assembly line and we will take the eggs out of the bulk pack, we take them out of there and put them
in the little box, we mark the appropriate color, we put them in the tray, we set them up so they are
packed and ready to go out the door. So as I get a call from one of my distributors or reps, they will call
me up and say ship a case here, five cases there, we ship them right out from here. Everything is handled
right in my living room.

Roberts: So where are your distributors and reps?

Davis: We have them scattered. Right now we are still working on a small scale. I have a distributor up in
Chicago. I have a distributor in Florida, one in Atlanta now, I even have some reps. Now the difference
between a distributor and a rep is that a rep will basically charge you 15 to 20 percent commission on the
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product. They do not handle the bad debt, they do not take care of shipping, receiving. All they do is call
you up and say ship a case here, here, here. When I get paid then I pay them their 15 or 20 percent. I am
responsible for the bad debt. Now with a distributor you are dealing with somebody that wants a 40 to 50
percent markup on the product. What they do is handle —they keep inventory, they handle the bad debt,
they interface with the people, and usually they have a pool of their own reps that go out and move the
product. So that is where their profit margins come from. That also covers their expenses for going to trade
shows and things like that. Back to your original question about how did I get involved with this first trade
show. The business incubator center in Charlotte told me about a trade show that was going to be in
Charlotte. It is a gift show in Charlotte. I didn’t know anything about trade shows or anything like that so
I said okay, I am going to bite the bullet and the only way I am going to learn is just to do it. So I called
and leased the space, called up several friends of mine who had been to trade shows, talked with them to
find out the do’s the don’ts, what have you. I even had a cousin who lived in Charlotte that had attended
a lot of trade shows. He was in sales in another line of business and he even helped me man the booth.
So we set up a banner, the big poster here was made up and that caught a lot of people’s attention. They
had a trade magazine that is put out for the trade show. In the trade magazine, all we did was print the
logo “Eggserciser, the future shape of exercise, booth 1108” or whatever it was. You wouldn’t believe how
many people came by. They had their magazines with them with the page folded over. They wanted to
come by and see what Eggserciser was. So I went to the trade show, I met reps, I met distributors, and a
lot of people that I am dealing with now, I met other people in the business that were trying to do the
same thing I was trying to get in the market. It was one heck of a good learning experience just dealing
with these people trying to figure the do’s and don’ts and whys and things like that. One place that I
should have gone but I didn’t, is San Diego. A couple of months ago they had a trade show for inventors.
Inventors could take their products and try and find people that would take the idea and run with it. For
example, I have even talked to Diversified Products about even just licensing my idea to them and just
turning it over to them and just drawing royalty. But the thing that I have been advised by friends and my
brother—he said as soon as you do that you lose the drive that you have. Then you are at their mercy and
if they don’t want to do anything with it it can sit on the shelf. So we are still plugging away and that is
the other reason I am trying to raise the money through the SBA loan is because my full time job teaching,
I like that, but I need to hire somebody to run the business full time. That is one of the reasons for the
money is for salaries because there are a lot of mornings that I am down here in my office at 4:00 or 5:00
o’clock in the morning working on business plans, writing letters, even to the President — I have got
President Bush using it now. I wrote him a letter and the White House even called the house, they talked
to my wife and they said this is “the White House” and my wife said, “Yeah, sure, right.” But the reason
they called was they had to know the retail price so President Bush could report it. That is what I spend
a lot of time with — shipping, receiving, making phone contacts, things like that. If anything, you have to
keep up with the store buyers. These buyers are so inundated by people like myself trying to get their
product on the market that a lot of times if you don’t sit there and just keep hounding them, they are not
going to remember who you are.

Roberts: Let’s go back to the setting up the business. What kind of advice did you get when you went to
the incubator in terms of, obviously it must have advised you initially to set up a corporation? What kind
of advice or how did you make up a business plan or set up a set of books?
Davis: They basically just took me from stage one. They said you are going to have to develop the business
plan. Well, I actually put it off because at the time, because I am doing all this in my spare time, I was
spending more time working on the development of the product that I couldn’t really focus on the
business. I didn’t really start working on the business plan until I moved down here and got involved with
SCORE group, Service Corps of Retired Executives. It is a group of retired executives that will basically
provide you free business advisement through state funding to help grow businesses. So the president of
the SCORE group, he knew my situation of traveling a lot. I would work my business plan while I was out
on the road, mail it back to him, and when I was in town we would sit down and he would say you need
to do this, this and this. There are also several good books out there on writing business plans. The things
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that you need to do like have a good executive summary so someone can pick it up and read it, then
define the product, define the location of the business, who is going to run it, financial data. I did not even
know before I got involved in this how to use a spreadsheet. I just sat down at my computer one day with
a book on how to do a spreadsheet and did a 3-year cash flow and income statement. I have learned a heck
of a lot just on my own—reading books, there are books on how to start businesses and things like that.
That is essentially how I got started with that.
Roberts: How did you come up with the numbers for your 3-year projection?

Davis: Oh gosh, well one thing I realized I was probably too optimistic in the first set of numbers. Even
my first business plan I found I had a—first I set up a six-month income statement and cash flow. What
I would do is every six-month window I would update that once a month where I would find out paying
new costs, I didn’t realize I had things that cost me more money than what I had. What I did first that I
think would probably be good advice for somebody is to have your 3-year projections. But then have
yourself 6-month projection that is a fluid cash flow so you can track your monies. I had the advantage of
having some of that investor money in the front that I could sit there and track my expenses for a short
run, whereas my long run was the 3-year projection. What I did was I just sat down and again, I admit I
was overly optimistic about it, and I projected I was going to sell 3,000 eggs a month for the first quarter
and I doubled it to 6,000, then I tripled it to 9,000 and just started plugging in numbers. I started figuring
out what my expenses were going to be, anticipating I would have an office space soon. The real expenses
I have now are postage, phone, I do not draw a salary at all now, I have a girl that works part time for me
so those are expenses. I just started plugging those numbers in to and even today, like I told you, I was
going to have my cash flow statements ready for you and I found some glitches in there where again I was
overly optimistic. I have to go back and revise it and put some real numbers in.
Roberts: Periodically, do you show these projections to investors and lenders?
Davis: No, even with the cash flow statements, nobody really has looked at the numbers closely with the
exception of one bank. I submitted my business plan to this one bank and they looked at my business plan,
my cash flow statements and they said “you don’t need our money.” I said “Yes I do! I need a line of
credit that I can carry myself beyond that.” They said “The way you have this thing capitalized and the way
you project your cash flow statements, you don’t have any problem.” Well, I ran out of money about 3
weeks ago and I had another investor come through and so I am back liquid again, but I am still trying to
go for the second stock offer. The cash flow statement is basically crystal ball numbers that I can plug in
and see what I have got.

Roberts: What about keeping up with accounts receivable?

Davis: I have an accountant that does that for me. What I have done, again I have a friend who was helping
me with my accounting and what have you when I lived in Charlotte. It worked out great for the short term
but you didn’t have that hard core advice that you need. What I recommend to people is that if you are
first starting out you have to find somebody to help you, but you really need to find yourself a CPA that
will do exactly what you need and keep you advised and keep on top of things. When it is done part time
I had problems and again things fell through the crack. So when I moved down here my brother put me
in touch with a friend of his — she is a CPA and she was with a small accounting firm and she has gone off
and started her own business so she is working out of her home too. We have a very good relationship.
She handles all my accounting, she even does this stuff because I am down here at 4:00 or 5:00 o’clock
in the morning I make entry errors into my checkbook and so with her doing the balancing my checkbook,
reconciling my checking account. I even made an $800 error one time where I didn’t record some deposits
I had made and it was $800 to my good, fortunately. So I have an accountant, she lives here, she works
out of her home and she keeps me out of trouble in all phases of that.

Copyright 1992 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

AICPA Case Development Program

Case No. 92-09: Eggstra Enterprises, Inc. ♦ 23

Eggstra Enterprises, Inc.

TEACHING NOTES
William D. Samson, Professor
University of Alabama, Tuscaloosa
Michael L. Roberts, Associate Professor
University of Alabama, Tuscaloosa
J. Mark Davis, President
Eggstra Enterprises, Inc.

The authors have utilized this case in both undergraduate and MBA financial accounting courses. The
case seems to fit both in an introductory course in which students have no prior accounting knowledge
or in an intermediate accounting course in which the instructor needs to review the basic concepts of
accounting. In both situations, the case is assigned early in the course. Because the case is long, the
instructors assign the parts on successive classes at which time students are given the opportunity to ask
questions and receive “check figures” to enable them to continue the next part of the case. Prior to starting
the case, the student is expected to have attended the video showing. For MBAs, this was scheduled outside
of class. For undergraduates, the video was shown during class. Alternatively, students might be required
to read the interview transcript; though in a “video age,” reading the transcript seems to be second-best.
In discussing this case, the authors like to use “props.” Besides the videotape and the ads and
newspaper stories (included at the end of the case), which circulate among the students are the case is
being discussed, the authors find that displaying the actual product, “The Eggsercizer,” adds realism and
interest to the case. If the instructor would like to acquire an Eggsercizer for this purpose, he or she may
contact the company at the address provided.
Students invariably want to know if this company and its product will be successful. Since the video
and the case are at the start of the Company, considerable student interest is generated when students are
told that the Company is experiencing rapid success: at the end of 1992, the Eggsercizer is selling at more
than 10,000 per month through retail stores along. The company, as it expands, has been raising much
additional capital in innovative ways. Thus the fast growth in sales creates its own set of problems.
Sustaining the current success will be the Company’s future challenge. As the ad packaging indicates, the
company is testing the television medium with spot market ads, in hopes of being the next “Thighmas
ter.®”

OBJECTIVES AND EXECUTIVE SUMMARY
In this case, a new company is being formed to produce and market an innovative, novel product. The
objective of this case is to relate real world business and economic activity to financial accounting and
reporting. It is expected that students gain insight that accounting is more than numbers; that financial
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accounting numbers captures and summarizes real economic transactions and depicts the financial
condition and profitability of the business. While much or the student’s effort will be on the mechanics of
accounting, several of the questions at the end of each part of the case are conceptual and require a
student to contemplate, analyze and abstract from the computational requirements of the case.
This case starts with an interview with the company founder, Mark Davis. In this interview, Mark
describes his idea and how he developed the idea into a product. Production, marketing and financing
challenges and strategies are then described for the new company.
Upon completion of the interview — either by viewing the tape or reading the transcript (which is
included), the student is then involved in financial accounting for the business. First, the student is given
the checkbook and along with additional information, asked to record the information in journal entry
form, post the entries into ledger accounts and then complete the financial statements. It is intended at
this stage for the student to have grasped the link between financial accounting and the business’ economic
activity.
In part two of the case, the student uses projected financial data to create “pro forma” financial
statements. This step requires recording and posting of anticipated transactions as well as preparing a trial
balance before the projected financial statements can be prepared. Upon completion, the student is asked
a series of questions that relates the developed financial statements to concepts in financial accounting and
to the use of these statements.
In part three, the case questions focuses on the statement of cash flows. This step relates net income
to the change in cash from operating activities via reconciliation. In so doing, the direct method and the
indirect method of computing cash flow from operations are compared.

SUGGESTED SOLUTIONS AND KEY POINTS

Part I. The trial balance is given here as the partial solution to item A.
EXHIBIT 2
Trial Balance
Jan. 1, 1992
ACCOUNT

Cash
Inventory
Molds
Office Equipment
R&D
Patent
Marketing
Accounts Payable
Common Stock
Total

BALANCE
DEBIT
CREDIT
$ 1,000
12,000
20,000
3,000
12,000
5,000
43,000

$ 29,000
67,000
$ 96,000

$ 96,000

In item A, the inventory amount of $12,000 is the place where students will have the most difficulty.
Because half of the inventory (5,000 units) are no longer available and have been used promote the
product, $12,000 of inventory costs must be shifted to marketing.
Question B is designed to get the student to think about what is an asset, what is an expense and what
is the balance sheet impact if the R&D costs and marketing costs are expensed as opposed to capitalized.
Total assets are $96,000 and stockholders’ equity is $67,000 if these costs are capitalized. Alternatively,
assets and equity will be $55,000 less if these are expensed. With assets being only $41,000 and equity
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being only $12,000, Eggstra financial position appears much worse if the R&D and marketing are expensed.
However, the instructor should point out that in this initial phase, Eggstra is in the start-up stage of
development. Because revenue generating activity has not commenced, these costs are initially assets
because they benefit future generation of revenue. As revenue is earned these costs then become expenses.
This is the essence of the measurement of income and the matching concept.
Part II (Items A-I). The results of journalizing and posting transactions are given in the figures below
for the projected trial balance. Cash decreased $3,400 (Exhibit 6), while net income is $181,000 or $2.70
per share (Exhibit 7). However, it should be pointed out to the students that these figures presume that
the cost of goods sold is $270,000 (150,000 x $1.80). This last-in-first-out (LIFO) inventory cost flow
assumption. If the student assumes that the 5,000 units in beginning inventory with a $12,000 cost are sold
along with 145,000 of those produced at $1.80, then the cost of goods sold is $273,000 and net income
is $178,000. Thus, the issue of what costs are expensed versus what costs remain as assets can be dealt with
early even before LIFO-FIFO inventory issues have been presented in class lectures.
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EXHIBIT 5
Projected Trial Balance
Dec. 31, 1992

ACCOUNT
Cash
Accounts Receivable
Inventory
Molds
Office Equipment
R&D
Patent
Marketing
Accounts Payable
Notes Payable
Common Stock
Retained Earnings
Sales
Cost of Goods Sold
Salary Expense
Utility Expense
Rent Expense
Commission Expense
Marketing & Advertising Expense
Depreciation Expense
Amortization Expense
Interest Expense

Total

BALANCE
DEBIT CREDIT
$ 2,400

$200,000
84,000
16,000
2,400
9,600
4,000
34,000
0
100,000
67,000
0
600,000

270,000
46,000
12,000
2,400
20,000
40,000
4,600
12,000
12,000
$ 769,400

$ 769,400

The other major question that students will have deals with amortization ($12,000) and depreciation
($4,600) of the cost of office equipment ($600), molds ($4,000), patents ($1,000), R&D costs ($2,400) and
marketing ($8,600). Again, the concepts of matching and cost allocation need to be discussed.
In question F, the student compares the net income of $181,000 to the net cash decrease of $3,400.
The differences between income and cash flow include the payment of liabilities ($29,000), purchases of
inventory ($72,000), and sales that have not yet been collected ($200,000) as well as non cash expenses
such as depreciation and amortization of $16,600 and the borrowing of $100,000. The latter two items are
added to net income while the first three items are subtracted from net income to reconcile net income
to the net decrease in cash.
Assuming LIFO inventory, the balance sheet will have total assets of $348,000 if cash which has a
negative balance is considered as an asset. Alternatively, it should be pointed to students that overdrawing
your checkbook gives rise to a liability — to the bank — and thus the negative cash account should be
included as a liability thus making the asset total of $350,400. In terms of asset increase, the company will
grow $252,000 or a four fold increase in size. Owners’ claims on assets (stockholders’ equity) will increase
by $181,000 — the amount of net income (that is all being retained and reinvested in the business).
Part II (Items J&K); Because Eggstra will have retained earnings but no cash, Eggstra can legally
declare dividend because of the positive amount of retained earnings. However, the company will lack the
where-with-all (cash) to pay a dividend. This will cause the investors who will have to report their share
of Eggstra’s income on their own individual tax returns a potential tax nightmare: taxable income and a
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tax due but with no cash to pay the income tax. Therefore, in planning and projecting the cash budget,
the tax problem of the shareholders must be considered such that Eggstra may need to pay dividends large
enough to cover the taxed owed on its income reported by shareholders. This cash requirement can be
met by (1) borrowing; (2) issuing more stock, (3) or by operations via (a) reducing inventory, (b) collecting
or factoring receivables, (c) reducing expenses, (d) increasing sales - particularly cash sales, or (e) delaying
the payment to suppliers and other payables.
Part II (Item L): Each unit sells for $4.00 and costs $1.80 to produce. Thus, each unit contributes
$2.20 to cover overhead. The total overhead cost is $149,000 if all of the other expenses are “fixed.” Some
students will question the reasonableness of the fixed cost assumption, particularly because the commission
expense is being considered as part of the fixed cost. If the fixed cost assumption of $149,000 is followed.
Then the number of units that must be sold to cover this fixed cost (and no profit) is 67,727 units
($149,000/$2.20).
Part II (Item M): A bad debt expense should be recognized as well as expenses for accrued payroll
and tax liabilities (for payroll taxes).
Part II (Item N): Expense and revenue accounts are closed out so that next period’s income can be
measured without the previously recorded revenue and expenses confounding the measurement process.
Part II (Item O): Cost of goods sold vary almost proportionately with sales—these costs are highly
correlated with revenue. Marketing and advertising costs seem related to total sales rather than with the
sales of individual unit. Expenses such as interest expense and depreciation expense vary with the length
of time rather than the units sold. Expenses such as interest have only a slight, indirect link to revenue,
yet appear as expense on the income statement. Thus, while an expense is defined as the using of a
resource to generate revenue, the connection of a specific expense, such as interest, to revenues is
somewhat tenuous.
Part II (Item P): Receivables and cash
Part II (Item Q): Cash, inventory, noncurrent assets
Part II (Item R): An asset is a cost that benefit a future period’s revenue. When the resource is used
in generating the period’s revenues, the cost (asset) becomes an expense.
Part II (Item S): Non cash exchanges in which resources (assets) are acquired include stock issued
in exchange for equipment, notes and mortgages (payables) issued in exchange for building and land. In
these noncash exchanges, the transaction is recorded at cost: the fair market value of the stock or debt
given in the exchange.
Part II (Item T):
(1) rent
(2) salary that is paid for work done in a prior period
(3) inventory paid for in a prior period but sold this period
Part II (Item U):
(1) cash sales
(2) unearned revenue — amounts received from customers in advance of sale
(3) credit sales to customer

Part III: The Statement ofCash Flow. In question A, the student prepares a Statement of Cash Flow after
being given a few additional transactions. None of these new transactions affect operating activities,
operating activities produced $400,000 of receipts from customers (inflows) and caused an outflow of
$503,400, thus producing a net operating outflow of $103,400. For investing activities there is the only
transaction that caused an investing cash flow is the purchase of the truck which produces a net outflow
of $15,000. The two outflows: operating and investing are supported by the inflows from financing
activities. The proceeds of the German loan ($100,000) coupled with the SBA loan ($70,000) produce a
financing inflow of $170,000 which is reduced by the $50,000 dividend payment. The net cash inflow from
financing is $120,000. When netted against the operating and investing outflows yields a net increase in
cash of $1,600 and results in a $2,600 ending balance of cash.
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A detailed presentation of reconciling net income and net cash flow from operating activities was
published in “Teaching the Statement of Cash Flow,"Journal ofAccounting Education, Vol. 9, 1991, pp.
45-52. In this paper by Dugan, Gup and Samson, students were taught how to compute net cash flow from
operating activities under the indirect method by using a tabular approach to determining the adjustments
to net income
Questions B and C of Part III aimed at students seeing how the “indirect” approach to computing net
cash flow from operations. This indirect approach is really a reconciliation of net income which is adjusted
to produce the same net cash flow from operations as the direct method in Part III-A.
In question B, the student should identify that cash flow is being used to increase inventory $72,000
and to pay accounts payable $29,000. None of these cash transactions affected income of the period, but
did reduce cash and affected the current accounts on the balance sheet. Further, there was an increase to
accounts receivable of $200,000 which is reflected as a revenue but caused no cash inflow. Finally,
depreciation and amortization expenses ($4,600 and $12,000 respectively) reduced net income but did not
cause a cash outflow.
Question C uses these five differences between net income and cash flow to develop the Operating
Activities section of the Statement of Cash Flow using the indirect method. The calculation is as follows:
Net income
Minus the increase in inventory
Minus the decrease in accounts payable
Minus the increase in accounts receivable
Plus depreciation expense
Plus amortization expense
Net Cash Flow from operating Activities

$ 181,000
(72,000)
(29,000)
(200,000)
4,600
12,000
$(103,400)

CONCLUSIONS AND EXTENSIONS
The learning experience via the video tape, real business and related accounting transactions and
financial statements seems to create a genuine student enthusiasm. Whether this is due to the televised
video appealing to a visual generation or the case relating accounting to a real-world business and
economic event is not clear.
Using this case represents an ongoing experiment that attempts to find ways of improving accounting
education. Hopefully other instructors will take what has been done and modify it to fit their own teaching
style and objectives and try to find what works well. Thus, modifying and extending this case is
encouraged. Certainly many other conceptual questions can be asked.
The video portion of the case was initially developed to teach small business — family tax planning.
Thus, the video component can be used and extended to other areas. In addition to tax, the case can be
extended to cover more of the managerial issues of using accounting information to help run the business.
For example, leasing versus buying, various expansion options, various financing schemes, and even various
production alternatives might be incorporated to stress how accounting information can be useful in
decision making in a business. These modifications will increase students’ analytical skills as well as cover
traditional managerial accounting topics.
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INDEPENDENT TUB CO.
Leonard E. Stokes, III, Associate Professor
Siena College, Loudonville, New York

Bill Bekind has developed a new bathtub design. This tub will provide handicapped and elderly individuals
with the ability to take a bath independently. The bathers get into the Tub through a door in the side and
are able to sit on a seat molded into the tub 18 inches above the floor.
Bill invented this tub while he was an independent manufacturer’s representative selling various
products to the Nursing Home and Hospital industries. Bill has over 10 years experience in selling medical
related products.
While Bill was designing the tub Gerry Stern, an engineer, utilized computer software to help refine
the design and get the product patented. Charley Lathe, who has manufacturing experience as a plant
manager, assisted in developing a working proto-type.
Having an entrepreneurial spirit Bill read books, talked to people, and attended seminars on how to
start a company. One of the books had a chapter on the need for working capital. The book asserted that
to raise capital, financial projections were needed. Bill prepared a projection, Schedule A, and showed it
to his friend Dan Codd. Dan has a background in insurance and investments.
Dan reviewed the projected income statement and suggested that Bill obtain a controller to
complement his management team. Dan was not interested in the position and did not think he was
qualified. However, he said he would prepare a list of characteristics needed by a controller of a start-up
manufacturing concern.
Bill has offered you the controllers position. He wants to meet with you and Dan to discuss raising
capital to finance the business. Dan believes that to attract investor capital, the business will have to
generate a minimum Net Income of $300,000.
In talking to Bill about his projections you learn the following:

a.

Bill plans on selling the product through manufacturer’s representatives, who will maintain exclusive
territories. Based on his prior selling history, Bill thinks that with a sufficient number of representatives
they can sell between 200 and 600 units and he used 400 as a basis for his projections.

b.

The manufacturing of the components will be completed offsite by vendors that will supply parts that
Bill can assemble.

c.

To be a good employer Bill will offer some fringe benefits. He is aware that he has to pay payroll taxes
such as employer’s FICA, unemployment, disability, and workers compensation. He also, wants to offer
health insurance. Not knowing what everything will cost, he estimated that BENEFITS would be 25%
of all salaries and wages paid.
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d. Telephone will be used predominately by Sales and Administration, but he assumes that purchasing
will incur about 20% of all phone costs.
e.

Rental of the building is $5 sq ft and is 75% manufacturing space and 25% office space.

f.

Utilities and Insurance expense are expected to be allocated based upon square feet.

g.

Product Liability is being quoted by the insurance agent based upon 0.75% of sales (.0075).

h.

Production equipment should have a useful life of 10 years.

i.

Molds and Fixtures have a limited life and are expected to be replaced every year.

j.

Bill intends to purchase $17,500 of office equipment which was not included in his projected income
statement. He estimates that the office equipment will have a useful life of 7 years.

k.

For projection purposes you decide that taking straight-line depreciation for a full year will provide a
reasonable basis for estimating income.

l.

The Promotion expense is to pay for promotional material, product brochures and literature. Bill has
not considered an immediate large advertising campaign. So in discussing ways to achieve a minimum
net income of $300,000 two alternatives were considered:
1. Establish a national advertising campaign that would cost approximately $200,000.
2.

Provide each representative with a 7.5% bonus on sales and establish a $75,000 cooperative
advertising fund to be shared with the representatives based upon their advertising campaign.

The meeting breaks up and Bill and Dan ask which plan is better.

REQUIREMENTS

1.

What are some of the characteristics that Dan should include in his list to Bill. In preparing this list
consider that this new company will be entering a production and distribution phase.

2.

Reformat the projected income statement into a contribution margin format. Include in the new
income statement a breakdown of the expenses based upon the allocation of manufacturing and
administrative costs. This functional classification is in addition to the need to detail the fixed and
variable cost components of the expenses.

3.

Explain to Bill why the Income Statement format was changed. Include in the explanation the number
of units needed to break-even.

4.

What would be the expected net income if The Tub Company sold 200 units or 600 units?

5.

How many units must be sold in order to achieve a minimum net income of $300,000?

6.

Which of the two alternative marketing and advertising plans, from item 1, should be recommend
ed and why?
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SCHEDULE A

TUB CO.
PROJECTED INCOME STATEMENT
FIRST YEAR OF OPERATIONS

Sales

$800,000

Product Cost

320,000

Margin

480,000

EXPENSES
Plant Supervisor Salary
Direct Labor Wages ($8/hr,10hrs/unit)
Executive Salaries
Support Staff
Benefits (25% of salaries and wages)
Telephone
Rent
Utilities
Professional Fees
Factory Repair & Maintenance
Advertising
Liability Insurance
Product Liability (0.75% of sales)
Office Supplies
Production Equipment
Molds & Fixtures

30,000
32,000
100,000
45,000
51,750
10,000
40,000
18,000
5,000
10,000
55,000
18,000
6,000
18,000
60,000
15,000

513,750

Net Loss

($33,750)
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Independent Tub Co.
TEACHING NOTES
Leonard E. Stokes, III, Associate Professor
Siena College, Loudonville, New York

INTRODUCTION

This case is based upon experiences the author has had with an entrepreneurial venture. The product in
this case has a patent and is being promoted throughout the USA and Canada.
PEDAGOGY OF THE CASE

The case is intended for use in a managerial or cost accounting class at either an undergraduate or
graduate level. The case may also be used in a course on entrepreneurship. The instructor can change their
discussion approach and expectations depending upon the business background and the experience level
of the students. It has been found that students with more business background, either academic or from
experience, provide more insight to this case than students in their first or second business course.
The case lends itself to a discussion of the use of qualitative as well as quantitative items in decision
making and how accounting can help as well as hinder that process. Also, requirements 1, 3 & 6 lend
themselves to separate written responses.
Lotus 1-2-3 or another spreadsheet is recommended for use in preparing the income statement in
requirement 2. Then requirements 4 & 5 are just a matter of setting up formulas and the emphasis can be
on analyzing requirement 6.
ESTIMATED TIME TO SPEND ON THE CASE
The case can be effectively accomplished in one class, although depending upon the instructor more or
less time can be spent on any portion of the case. What follows are estimated times for each requirement.
This will provide a time estimate for whichever portions the instructor wishes to assign.

Requirement
Requirement
Requirement
Requirement
Requirement
Requirement
Cumulative:

1
2
3
4
5
6

Time In Class
15-30 minutes
15-60 minutes
5-15 minutes
5-15 minutes
5-15 minutes
15-60 minutes

Prep Time/Alt. Assignment
Written 1-2 page paper
1-2 hours
Written 1 page paper
5-30 minutes
5-30 minutes
Written 1-2 page paper

1 hour - 3 hours, 15 minutes
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CASE OBJECTIVES AND EXECUTIVE SUMMARY

This case deals with an entrepreneurial company, as such all suggestions and ideas are valid. A start-up
company has no existing managerial structure or control process. Yet a problem which all start-up
companies face is the need to attract good people and then to mold them into a management team that
can “think and do” usually with minimal resources. Another common problem among start-up companies
is the need to attract financing. These problems are not unique to an entrepreneurial venture they are just
easier to identify with a start-up company.
By definition a new company does not have a history. Banks usually require 2 or 3 years financial
history and up to a 5 year future projection including monthly cash flow for the first year and cash flow
projections for the remainder of the time, occasionally these reports are requested to the detail level of
every three months.
An entrepreneur, especially in this age of high-tech companies, may have a product for which no
existing competition exists and the market is not readily defined. This situation exists for this company’s
product. The size of the market is unknown, yet everyone is getting older, especially as people live longer,
and the “Baby-Boomers” age, the senior citizen population will grow during the first part of the 21st
century. Therefore, the sales forecast figures used in the case cover a relatively wide range. When analyzing
the case it has to be assumed that the market demand is large enough to reach the levels discussed.
Depending upon the interest level of the students the professor may want to recommend looking at the
AICPA Guide for Prospective Financial Statements.
The concept of having the students allocate costs by functional classification as well as cost behavior
is important for the discussion. It allows for a discussion of organizational structure and what factors really
drive (or cause) the costs. Many students, when presented with a list of expenses and percentage
allocations, have assumed that the allocation causes the cost to behave in a variable manner.
Switching from a cash basis to accrual income statement was not included to add computational
complexity or confusion to the student. The problem was designed with the intention of allowing the
discussion to emphasize the consulting or staff nature of the accounting profession. The original cash basis
provides the information that the entrepreneur needs and understands. The problem in the real world is
that for GAAP, and many times tax purposes, the definition of income is different. The accountant, whether
they are internal or external, has to be able to provide necessary information while meeting reporting
requirements. At the same time they must be capable of explaining the definitional distinction to the non
accountant.
Excluding office equipment in the original projection and then having to compute the depreciation
impact for the income statement is included to allow the discussion to cover the need for review and team
participation in projects. Internally everyone has to work together to be sure that the best data is available.
The missing office equipment while having minimal income impact could have big cash flow requirements
if it has to be purchased early in the year. An external review or attestation of the projections should help
the entrepreneurial team catch missing items and solidify their assumptions.
Choosing a marketing and distribution scheme is an important aspect to starting a business. This
industry works through independent representatives. The issues then involve raising funds from investors
who are interested in large returns. The $300,000 is a very low threshold and most venture capitalists want
much more than this. The amount does allow for easy computations, and the case contains sales volume
ranges that the students can visualize as increasing and obtainable. Then they can discuss the validity of
potential sales forecasts and market research even without having massive amounts of data available. The
computations of the two alternatives lead to relatively similar breakeven points so that the analysis doesn’t
revolve around a correct number, but the risk associated with each plan, and the qualitative aspects of the
two alternatives.
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SUGGESTED SOLUTIONS

Requirement 1
The Controller should be responsible for planning, budgeting, control, as well as the accounting for
financial and regulatory reporting. An experienced plant controller will have had responsibilities in some
of the following areas:
Inventory Control
Cost Accounting
Strategic Planning
Capital Budgeting
Budgeting
Management Reporting
Marketing and Pricing Decisions
New Product Design and Cost Estimation
Systems Design and Internal Control
The Controller should have supervisory experience and be a good communicator who can handle both
written and oral presentations. The controller needs to be a “Team Player”, especially in a new company
where individual roles are not well defined, resources are limited, and everybody has to be willing to
assume extra duties.
Professional designations such as CPA, CIA, and CMA will show that the potential candidate has many
of the prerequisites for the position. In closely held companies tax criteria drive many of the decisions and
this background is very helpful.
Entrepreneurial companies have a founder who may not have any background in financial issues, the
person hired as controller has to be capable of educating an inexperienced leader.
Start-up companies with few employees, or with mostly owners and family members, do things their
way. As the company grows and more people are hired a system of controls and expected behavior has to
be established and the need for documented policies and procedures increases. The financial people have
to crossover functional grounds and can be instrumental in ensuring policies on quality, and customer
service. They therefore establish the ethical underpinnings for the company. The Controller and the
founder should have consistent ethical viewpoints.
This requirement can be used to expand the students understanding of the accounting profession to
include other professional designations. The discussion can stress the varied work experiences required
of a “CFO” and the talents necessary for success. Students can respond in writing to this portion and use
the question to research the skills necessary for success in the profession, by interviewing people they
know, using the college’s Career Center, or reading career related articles from the Professional Journals
and Associations.

Requirement 2
The reformatted income statement is included as Schedule I. Schedule II includes a reconciliation from the
Projected Income Statement, Schedule A Net Loss of ($33,750), to the Reformatted Schedule I Net Income
of $17,750.
The issues include:
1. Production Equipment has a useful life in excess of one year and therefore must be capitalized.
The Molds and Fixtures have a limited one year life and should be expensed. The depreciation
must then be calculated for the Production Equipment and the Office Equipment which was
not originally included in the Projection.
It has been found that students compartmentalize their knowledge and forget some of the
financial accounting issues such as capitalizing versus expensing assets. This question allows
this issue to be discussed briefly while also emphasizing the cash flow implications of having
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to buy the equipment before production starts even though it is not expensed. In addition,
quite often this concept has to be explained to non-accountants who are running businesses.
If the students are mostly non-accountants and this computational complexity will get in
the way of their understanding other issues it is possible to discuss the cost behavior issues
and then provide the students with Schedule I to be used in responding to the decision
making questions.
Regardless of the manner is which this question is approached there is another issue that
should be discussed. When preparing projections items are often forgotten. Usually , if the
assumptions and the work is reviewed significant items won’t be overlooked. There is no
guarantee, but having other members of a project team review items as the work progresses
can be very helpful, not only for overlooked items, but to refine the meaningfulness of all the
assumptions. CPAs can also perform procedures and attest to projections. Many banks will
require that the final submission be reviewed by an external party. The AICPA’s Guide for
Prospective Financial Statements, as well as some of their MAS publications can provide
additional background on projections and forecasts.
2. Fringe benefits are 25% of all salaries and wages paid. This expense is included to allow for
a discussion of cost drivers and cost behavior. Direct Labor Wages expense will eventually be
a variable cost. As more units are sold and therefore produced, more direct labor hours will
be needed and total benefits for this category will change. The other salary classifications will
remain the same regardless of production and therefore their benefits is a fixed cost for
computational purposes.
Students have difficulty grasping that a single expense {per the original projection} can
have different behavioral characteristics. The discussion can then turn to the concept of cost
drivers and the need to understand cost behavior and the necessity to continually review and
update these assumptions.
3. Allocating the expenses between functional classifications can allow the discussion to cover
organizational structure and how each type of cost can be incurred. Some students may
wonder why purchasing will incur phone costs? When they understand that it is related to the
number of parts that need to be acquired they also wonder why it is not a variable cost rather
than a fixed cost. For simplicity of computation it is included in the case as being fixed.
Depending on the level of the class the instructor can include many of the issues associated
with activity-based costing in this discussion.

4.

For discussion purposes the variable costs include items whose cost driver while related to
sales can be explained as being slightly different. For instance, Benefits are included as being
driven by Direct Labor Cost rather then as a function of units sold. Product Liability is given
as a percentage of Dollar Sales rather than units sold. Again it is obvious that all the variable
costs vary with units sold and this is all that has to be explained.

Requirement 3
Discussion related to this requirement should include the usefulness of a contribution margin statement
for internal uses. Uses of this statement for pricing, planning, and the benefits of having an improved
understanding of cost behavior and relationships should be discussed. The issue of cash vs accrual should
not be a factor here since the statement is reformatted for depreciation items, and this format can be
utilized for either accounting method. Students may want to discuss why the production equipment and
office equipment should be capitalized and then depreciated, rather than expensed as were the Molds and
Fixtures.
The concept of the functional breakdown between manufacturing and administration is not as crucial
as the fixed and variable cost behavior issues. The points from Requirement 2 can be summarized here.
This can be handled as a discussion requirement or the students can write a response. This writing
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assignment can be in the form of a review, especially if there was a thorough discussion for requirement
2.
The units needed to breakeven are 384. The computation is included in Schedule III as part of the
answer to requirement 4 and 5.
Requirement 4 & 5
Computations are included in Schedule III. This requirement provides experience with breakeven
computations.

Requirement 6
Schedule III contains the Breakeven computation which shows that Alternative 1 produces a desired
$300,000 net income with a sales level of 845 units and Alternative 2 has a corresponding breakeven sales
level of 847 units.
Quantitatively there is no substantial difference between the two alternatives. The question then
become more qualitative. How comfortable are we with the sales forecast? This can lead into a discussion
of market research, sales forecasting and risks associated with trying to launch a new product.
Also, students should focus on their own risk perception. A high fixed cost proposal could be more
profitable if demand exceeds the sales forecast. Alternative 1 emphasizes a high fixed cost approach.
Alternative 2 includes a small fixed cost increase but stresses the variable cost component. If the
required breakeven sales is higher than the actual sales level that can be achieved, the company may not
want a large fixed cost burden. However, if the product succeeds and sales exceed the breakeven level,
then the company will be more profitable with a fixed cost approach to promotion expense.
Schedule IV summarizes the different income levels associated with sales ranging from 550 units to
1,200 units.

Schedule IV
NET INCOME

ALTERNATIVE 1

UNIT SALES

ALTERNATIVE 2

550

(19,500)

23,000

700

143,250

163,250

1,000

468,750

443,750

1,200

685,750

630,750

ALTERNATIVE TEACHING APPROACHES

The case is written in total and then the requirements are provided. An alternative way of presenting the
case is to discuss the case on a progressive basis, in this manner:
Requirement 1 would be discussed in relation to the first 4 paragraphs.
Requirements 2, 3, & 4 would be discussed without reference to the need for a $300,000 minimum
net income and item 1.
Requirements 5 & 6 would be discussed together. If desired requirements 4 & 5 can be discussed
as a sensitivity analysis documenting that a higher sales volume is necessary.

It is possible to assign some parts to be completed without doing some of the other requirements. For
instance, requirement 1 is independent of the remainder of the case, also the breakeven computations in
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4 & 5 might not be stressed by some professors. In this manner the breakeven computations can be
provided and the discussion can center around the alternative plans without the computational
background.
An additional approach is to provide the students with the completed income statement and have them
compute the breakeven portion. This is effective with non-accountants where a discussion of the
assumptions is sufficient and they can then analyze the data and make the decision.
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SCHEDULE I

TUB CO.
CONTRIBUTION MARGIN
PROJECTED INCOME STATEMENT
FIRST YEAR OF OPERATIONS

$800,000

Sales
Variable Costs:
Product Cost $800/unit
Direct Labor $8/hr 10hrs/unit
Benefits (25% of direct labor)
Product Liability (0.75% of Sales)

%
100%

320,000
32,000
8,000
6,000

TOTAL VARIABLE COSTS

366,000

45.75%

CONTRIBUTION MARGIN

434,000

54.25%

FIXED COSTS:
Manufacturing
Plant Supervisor Salary
Benefits (25% of salaries and wages)
Telephone
Rent
Utilities
Factory Repair & Maintenance
Molds & Fixtures
Depreciation — Production Equipment

30,000
7,500
2,000
30,000
13,500
10,000
15,000
6,000

Total Fixed Manufacturing Costs

Administration
Executive Salaries
Support Staff
Benefits (25% of salaries and wages)
Telephone
Rent
Utilities
Professional Fees
Advertising
Liability Insurance
Office Supplies
Depreciation — Office Equipment

114,000

100,000
45,000
36,250
8,000
10,000
4,500
5,000
55,000
18,000
18,000
2,500

Total Fixed Administration Costs

302,250

TOTAL FIXED COSTS

416,250

NET INCOME

$ 17,750
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SCHEDULE II

RECONCILIATION
NET LOSS

($33,750)

ADD BACK:
PRODUCTION EQUIPMENT

SUBTRACT:
DEPRECIATION:
PRODUCTION EQUIPMENT [60,000/10]
OFFICE EQUIPMENT [17,500/7]

60,000

6,000
2,500
$17,750
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SCHEDULE III

BREAKEVEN POINT

416,250
1,085

= 383.6= 384

Net Income @ 200 units = (200 x $1,085) - 416,250 =

(199,250)

Net Income @ 600 units = (600 x $1,085) - 416,250 =

234,750

Breakeven Units @ Desired Net Income of $300,000
(416,250+300,000)/1,085

660.1

= 661

Breakeven Units if Increase Advertising by $200,000
(416,250+300,000+200, 000)/1,085

844.5

= 845

Breakeven Units if Provide 7.5% Bonus to Representatives
(416,250+300,000+75,000) / (1,085-150)

846.3

= 847
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HONEY COMPANY
Teresa D. Thamer, Assistant Professor
Embry-Riddle Aeronautical University, Daytona Beach, Florida
Charles L. Belote, Partner
Charles L. Belote & Associates, New Smyrna Beach, Florida

THE COMPANY
Founded in 1940 by the current President, Honey Company remains a family-owned business. The
company buys raw honey from local beekeepers in the southeast United States, which it then spins,
processes and packages. Today, Honey Company is a leading supplier of honey to the tourist trade and to
industries in the southeastern US as well as exporting to twenty foreign countries. (See Exhibit I) The
company’s primary competition is California.
The company employs 25 full-time individuals including a full-time bookkeeper and, most recently, an
operations manager/foreman. Local housewives are also employed on an hourly basis during peak periods.
The President remains actively involved on a day-to-day basis despite two heart attacks. His son and
daughter are working officers in the corporation, each with their specific responsibilities, namely costing
and purchasing. However, the President coordinates operations and manages the company—he “runs the
show” and makes the decisions. As is the case in most small businesses, management is very much “day-today” and is very unsophisticated. The current accounting system is primarily manual except that the general
ledger is computerized. All subsidiary ledgers are manual and therefore systems do not interface with the
general ledger. Other than the bookkeeper, no one has any formal accounting education or training.
The company owns its physical plant and offices as well as all equipment used in the manufacturing
process. Most equipment was purchased 20 or more years ago and maintenance is performed on an asneeded basis. Because some of the equipment is old, change-over time for different size containers is
important since one machine requires minimal time, but the other requires a full day. The company also
owns a fleet of trucks which make local as well as longer distance deliveries within the southeast.

THE MARKET
The company sells primarily on a wholesale basis with minimal retail sales and its peak periods are
November, December and January. Primary customers are: institutions such as restaurants and bakeries,
grocery and gift stores, and foreign markets for bulk and packaged honey and honey products. The primary
products sold are bulk processed honey (sold in drums), packaged honey and honey comb. The company
deals with five different types or mixtures of honey and sells a total of eight primary products. However,
because of package size, container and honey mixture combinations, there are actually 92 different
individual products.

Copyright 1992 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

AICPA Case Development Program

Case No. 92-11: Honey Company ♦ 2

The company also sells the by-product, beeswax, and serves as a jobber (middleman) for a
marmalade/jelly distributor.

THE MANUFACTURING PROCESS
Raw honey is purchased from focal beekeepers in the southeast U.S. and is identified by date/type/weight
when delivered. Color and moisture content are tested. For honey to be processed, it is poured from
drums with approximately 1/2% shrinkage or loss (though 2% is average for the industry). It is then
warmed, strained and stored in large vats. The only side-affect of storage is that honey darkens with age
so the shelf-life must be closely watched. While the taste is not affected, a clear, light colored honey is
desired, particularly in the foreign markets.
Upon receiving an order, the stored honey is mixed (if several types are required for the product),
bottled in the specific size containers, labeled, packaged and is then ready for delivery. Packaging is done
in cases with 12/24 bottles/jars per case. The mixing and bottling process is mechanized but, if the order
is less than 50 cases, the labeling and packaging is done by hand. Overall, the company fills any order
received and does not try to sell more of one product than another. The company stores some packaged
inventory on the premises but most orders are filled on an as-needed basis. International orders require
specific labeling information and are very date-sensitive so there is generally no inventory maintained for
these orders.
In the southeast, delivery is usually made by the company truck when needed though some customers
require a regular weekly delivery. A distributor who orders a minimum of 100 cases receives the lowest
freight charge; for the wholesaler desiring smaller quantities, a 3% delivery charge is calculated.
The company performs continuous “time studies” to evaluate the number of cases filled and the
number of line people required. This includes the supervisor’s time as well as the time required from the
beginning to the end of the production process. Careful records accumulating costs are also kept for the
raw honey, container, lid, label and carton. All this information is used in pricing each product. However,
the President feels that he knows the market and “prices according to what the market will bear”.
Currently, plant overhead is calculated at twice the labor rate per item. The item is marked up
approximately 21.5% to arrive at the selling price. This formula for calculation of overhead as well as the
appropriate mark-up was given to the company more than five years ago by their accountant. It has not
been changed or altered since then.
Unfortunately, no detail records of the above are kept by accounting. Accrual accounting is used but
general ledger accounts are very broad. An example is the account entitled Purchases includes raw honey,
containers, lids and labels. These costs are not kept separate but are “lumped together” in the one account
as invoices are received and paid. Adjustments are made when a quarterly inventory is taken. Monthly
financial statements are prepared by the bookkeeper.

OTHER INFORMATION

The company has made a Subchapter S election. Other than a line of credit for $50,000 with a local bank,
all cash requirements outside of those contributed by operations, have come from the President. These are
in excess of $500,000 and interest is paid to him annually.
The income from operations of the company has grown from several years of losses in the late 1980’s,
to $34,950 in 1990 and $83,782 in 1991.
The honey industry is highly regulated by the government. The 1949 Farm Act instituted government
subsidies within the industry and these have caused price fluctuations as the subsidies change. The
government also requires specific labeling and testing of honey. Honey is a major commodity in the food
stamp and school lunch programs. As a result of government intervention, world prices for processed
honey have dropped while the cost of raw honey has increased.
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THE PROBLEM

While Honey Company’s income from operations has continued to increase over the past several years, the
President is concerned that a sudden change in the market or world price structure may affect earnings
dramatically. He is also concerned that, should something happen to him, there would be no one who
really knew or understood the “numbers” and the business would fail.
His current accountant has been with him for twenty years, and while they are friends, he annually
compiles their financial statements and does the corporate tax return. He has not offered any suggestions
about improving operations over the years nor has he given any advice when the President voiced his
concerns.
In discussing this with another small business owner who lives next door, the President was advised
to get “professional help”, particularly in the accounting area.
You have just been hired to be that help. Your title is Accounting Manager, and your first priority is
to assess the earnings of the company and make recommendations to the President which would insure
continued increase in profits and provide some measure of “security” against possible downturns in either
the market or the economy.
After touring the plant and talking to employees and officers, you review the financial records (Exhibit
II and III) of the company. You then decide that the primary questions to be answered are:
1) How has each division (Domestic and Export) contributed to income from operations?

2) Further investigation of the division is required before a recommendation can be made. Why and
what would that investigation show?

3) How has each specific product type (bulk, packaged and other) contributed to income from
operations?

4) Based on the above analysis, can you determine which products should be kept, deleted or
changed? Is further analysis required before a recommendation can be made? Why and what
would it consist of?
5) Are there other areas or concerns that need to be addressed by the company? What are they and
why are they significant?
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EXHIBIT I

HONEY COMPANY

DOMESTIC

Bulk Packaged Other*

EXPORT

Bulk Packaged
2 products
|
92 products

5 products

92 products
4 countries
14 countries
*marmalades/jellies which the
company buys and resells, serving
as a middleman between the
distributor and the customer.
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EXHIBIT II
Honey Company
Statement of Income from Operations
December 31, 1991

Sales
Cost of goods sold

$ 3,107,988

100.0%

2,526,721

81.3

Gross margin

581,267

18.7

Expenses:
Selling
General & administrative
Total expenses

171,045
326,440
497,485

5.5
10.5
16.0

Income from operations

$ 83,782

2.7
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EXHIBIT III

$ 2,240,088
867,900
$ 3,107,988

Sales by division:

Domestic
Export

Sales by product:

Domestic:

bulk
packaged
other

$ 699,639
920,468
619,981

Export:

bulk
packaged

45,577
822,323

Other purchases (note 2)
Warehouse & packing salaries
Freight-in (domestic only)
Utilities (plant & warehouse)
Plant maintenance
Plant property taxes

Total costs to produce: Domestic:

$ 2,022,030

Domestic
1,387,061

254,765
178,168

254,765
128,281

22,855
16,637
16,030
16,236
$ 2,526,721

22,855

Total

Cost of goods sold: (note 1)
Honey, lids, labels, containers

bulk
packaged

4,488
4,546
698,548

1,828,173

other

634,969
49,887

4,658

11,979
11,542
11,690

$

Foreign

754,786
803,726
257,971

$ 1,816,483
Export:

bulk
packaged

$
$

Note:

38,123
655,879
694,002

costs include raw honey, marmalade/jelly, jars and containers, lids, labels, labor, freight, plant
utilities and maintenance.

Selling expenses:
Advertising
Broker commission
Freight-out
Fleet costs: drivers’ salaries
parts & repair
gas & oil
insurance
licenses
trip expenses

$10,355
16,187
24,789
49,423
27,369
21,960
14,185
2,539
4,238
$71,045

(note 3)
(note 4)
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General & administrative expenses:
Office & supplies
Other insurance
Legal & accounting
Telephone/fax
Payroll taxes
Office utilities
Office equipment lease
Office salaries
Officers’ salaries
Interest expense
Bad debts
Depreciation
Miscellaneous

$10,775
69,223
3,876
8,327
21,960
6,074
1,782
55,600
83,229
45,682
2,423
14,937
2,552
$26,440

(note 5)

Note 1:

Current information kept by the company did not allow a detail breakdown by item of these
costs. However, inventory was taken at yearend so the amount indicated is the total amount
used during 1991. While the company kept very detailed cost records, when these costs were
accumulated in the general ledger, they were all lumped together to get a total so the detail
was lost.

Note 2:

This cost relates directly to the sales generated from serving as a middleman (jobber) for the
distributor; other purchases are marmalade/jelly to be resold.

Note 3:

The commission is paid on domestic sales of packaged honey products.

Note 4:

The fleet is used to deliver only domestic sales of packaged honey products.

Note 5:

Depreciation detail is: warehouse
office vehicles
manufacturing equipment
computer & office

$ 2,949
4,073
5,686
2,229
$14,937

The company considers this to be a general & administrative cost.

General note:

When the company is not able to specifically trace a cost to a specific division or product,
they allocate that cost based on the division’s or product’s sale to total sales.
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Honey Company
TEACHING NOTES
Teresa D. Thamer, Assistant Professor
Embry-Riddle Aeronautical University, Dayton Beach, Florida

Charles L. Belote, Partner
Charles L. Belote & Associates, New Smyrna Beach, Florida

ABSTRACT
This case centers around identification of costs in a manufacturing environment as well as introduction of
the contribution margin. Comparison of the traditional approach income statement with the contribution
approach is made so that the student can readily identify which costs are needed to make relevant
decisions. Before deciding to keep or delete a division or product however, the student must do further
analysis and expand the contribution approach to include division and product segment margins. This case
should help the student to see the significance of variable and fixed costs in analyzing operations before
making recommendations to management.

TARGETED COURSE
Managerial Accounting (undergraduate), after completion of Principles of Financial Accounting.
CLASS TIME
Allow one-half hour of class time to introduce the company and discuss the problem(s) to be solved. The
student (or small groups of students) may work on the case outside of class with some time allowed at the
beginning of the next few classes to answer their questions or help them over stumbling blocks. Giving the
student check figures at pertinent turning points is also advised. Approximately 1/2 hour of class time
should be used to check and discuss case objectives 1-4.
The case is designed so that it can be expanded to include objectives 5-8 through segment margins.
Therefore, additional time can be allotted to work through the next phase of the problem. The student may
find this particularly interesting since the initial conclusion seen at the division segment margin may not
be the final decision when looking further at product segment margins.

TEACHING NOTES

This case is designed to introduce the student to product and period costs, fixed and variable costs and
the contribution margin (which includes the contribution approach income statement format). It illustrates
how little useful information is communicated to a manager in the traditional income statement.
The case objectives are:
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1) to identify product and period costs.
2) to identify variable and fixed costs.
3) to differentiate between the contribution margin and gross margin.
4) to distinguish between the traditional approach and the contribution approach income statements.

5) to explain how costs are allocated to segments when the the contribution approach is used.
6) to differentiate between traceable fixed costs and common fixed costs.
7) to compute the division segment margin and explain how it differs from the contribution margin.

8) to compute the product segment margin before making a final decision as to deleting or keeping
products.

To prepare a contribution income statement, all costs must first be identified as fixed or variable, product
or period. In comparing the traditional approach with the contribution approach, the solution presented
can first be used for the total company and then later used when working with divisions. The student
should anticipate that net income will be the same in both income statements but when divisions are
examined, the “net income” from each division will be different. Discussion should also take place
concerning the difference between gross margin and contribution margin and what causes this difference.
The next step is to redo the statements by division (domestic and export) because there is still not enough
information to answer the first question.
In discussing the contribution approach by division, note that views about profitability change when
fixed costs are identified as traceable and common. Students should be able to explain why it is not
appropriate to allocate common costs to the division. There may be some confusion as to appropriateness
of allocating fixed costs as traceable to each division (plant depreciation and advertising) but to do this
seems reasonable in light of the company’s poor detail records.
In looking at the division segment margin generated by domestic and export, the student probably
concluded that domestic was more profitable. However, in looking at the product segment margin, he/she
may rethink their conclusion. Discussion as to what fixed costs can no longer be considered traceable to
the product when they were traceable to the division should also be included in the presentation.
Before reaching a final decision to present to management, the student should realize that a further
breakdown needs to be done. Segments can be further broken down into the specific product types and
markets/customers identified in Exhibit I. This is a very complex task due to the numerous products and
markets of the company. Due to the lack of systems and sophistication of the company, Honey Company
was not able to provide the necessary detail to examine each product by type.
The case further gives the student a feel for how difficult it is to actually find answers to questions
because the information is not “perfect”. In a small company, systems are not sophisticated and therefore,
some assumptions must be made (i.e. to allocate fixed costs based on percent of total sales because there
was no detail records kept). The student may not feel comfortable with this but it is imperative that he/she
understand that such decisions may be required on the job and therefore he/she must be able to
understand and evaluate the process and outcome accordingly.
Awareness of the entire environment of the company is also important. Other issues arising from this
case which the student should be concerned about (though not directly related to Managerial Accounting,
but which will help broaden his/her understanding and usefulness in the workplace) are:
1) controls and systems which would help in the collection and reliability of accounting information.
2) effective communication with not only the President, but also other employees and officers so that
needed changes can be implemented.

3) a company succession plan should the President either retire or become too ill to remain active
in the company.
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4) planning for replacement of obsolete or deteriorating plant equipment as well as concern over
efficiency of operations using current equipment. Financing new equipment may present a
problem.
5) the impact regulatory agencies may have on the company’s operations and profits.

6) opportunities in the global economy and the potential for increased competition.

Writing assignments, such as an implementation plan, are also a suggested extension of this case.
SUGGESTED SOLUTIONS
1) How has each division (Domestic and Export) contributed to income from operations?

After identifying costs into fixed and variable, product and period, a contribution income statement can
be prepared. In preparing the statement however, information about the total company does not yet reveal
how each division affects profitability. Therefore, the statements must be prepared so that information by
division is shown.
Identification of costs:
product
period
fixed
variable
Raw honey &
supplies
X
X
Other purchases
X
X
Labor
X
X
Freight-in
X
X
Plant utilities
X
X
Plant maintenance
X
X*
Broker commissions
X
X
Freight out
X
X
Fleet expenses:
gas/oil
X
X
trip exp.
X
X
driver sal.
X
X
parts & repair
X
X*
insurance
X
X
licenses
X
X
Advertising
X
X*
Depreciation:
mfg. equip.
X
X
warehouse
X
X
office vehicle
X
X
computer & office
X
X
Office & supplies
X
X*
Other insurance
X
X*
Legal & accounting
X
X
Payroll taxes
X
X*
Office utilities
X
X
Office equipment lease
X
X
Office salaries
X
X
Officers’ salaries
X
X
Interest expense
X
X
Bad debts
X
X
Miscellaneous
X
X
*these costs are realistically mixed but are considered to be fixed in this case.
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The Contribution Approach Income Statement
(costs organized by behavior)

Sales

$ 3,107,988

100.0%

Variable costs (VC):
MFG:

Purch.
Labor
OH:
Freight
Utilities
Maint.
Subtotal

SELL:

Comm.
Freight
Fleet:
gas/oil
trips
Subtotal

Total VC:

Contribution
Margin (CM):

2,276,795
178,168

73.3
5.7

22,855
16,637
16,030
2,510,485

.7
.5
.5
80.7

16,187
24,789

.5
.8

21,960
4,238
67,174

.8
.1
2.2

2,577,659

82.9

530,329

17.1

Fixed costs (FC):

MFG:

Depreciation
Prop. tax
SELL: Advertising
Fleet:
Salary
Repair
Insurance
License
G&A: Depreciation
Expense
Subtotal

Income from
Operations

8,635
16,236
10,355

$

49,423
27,369
14,185
2,539
6,302
311,503
446,547

14.4

83,782

27

For comparison with the traditional approach statement (costs organized by function),
see Exhibit II.
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The Traditional Approach Income Statement
for Divisions
Export

Domestic

Total
$3,107,988100.0%

$2,240,088100.0%

$867,900 100.0%

*Cost of goods
Gross margin

2,526,721 81.3
581,267 18.7

1,828,173 81.6
411,915 18.4

698,548 80.5
169,352 19.5

Expenses:
**Selling
**G & A
Total expenses

171,045 5.5
326,440 10.5
497,485 16.0

123,152 5.5
235,037 10.5
358,189 16.0

47,893 5.5
91,403 10.5
139,296 16.0

Income from
operations

$ 83,782

Sales

2.7

$ 53,726

2.4

$ 30,056

3.5

* does not include depreciation; depreciation is considered
to be a G & A expense by the company.

** allocated based on percent of sales in division to total sales.
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The Contribution Approach Income Statement
for Divisions —Incorrect Allocation of Fixed Costs

Sales
Variable costs (VC):
MFG: Purch.
Labor
OH:
Freight
Utilities
Maint
Subtotal

SELL:

Comm.
Freight
Fleet:
gas/oil
trips

Subtotal
Total VC:
Contribution
Margin (CM):

Export

Domestic

Total
$3,107,988100.0%

$2,240,088100.0%

$867,900100.0%

2,276,795 73.3
178,168 5.7

1,641,826 73.3
128,281 5.7

634,969 73.2
49,887 5.7

22,855
.7
16,637
.5
16,030
.5
2,510,485 80.7

22,855 1.0
.6
11,979
11,542
.5
1,816,483 81.1

4,658
.5
4,488
.5
694,002 79.9

16,187
24,789

.5
.8

16,187
24,789

.7
1.1

21,960
.8
4,238
.1
67,174 2.2
2,577,659 82.9

21,960 1.0
4,238
.2
67,174 3.0
1,883,657 84.1

694,002 79.9

530,329 17.1

356,431 15.9

173,898 20.1

Fixed costs (FC):
MFG: Depreciation
**
Property tax
SELL: Advertising
**
Fleet:
Salary
Repair
Insur.
Lic.
G&A: Depreciation
Expense
Subtotal

49,423
27,369
14,185
2,539
6,302
311,503
446,547 14.4

Income from
Operations

$83,782

2,418
4,546
2,899

6,217
11,690
7,456

8,635
16,236
10,355

2.7

49,423
27,369
14,185
2,539
4,537
224,282
347,698 15.5

8,733

.4

1,765
87,221
98,849 11.4

$75,049

8.7

** indicates some costs were allocated based on division sales as a percentage of total sales because detail
information was not available from the company.
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The Contribution Approach Income Statement
(Division Segment Margins) —
Corrected with Fixed Costs as Traceable and Common

$3,107,988100.0%
Sales
Variable costs (VC):
MFG: *
Purchase
2,276,795 73.3
**Labor
178,168 5.7
OH:
Freight
.7
22,855
**Utilities
16,637
.5
**Maint
16,030
.5
Subtotal
2,510,485 80.7
SELL:

Comm.
Freight
Fleet:
gas/oil
trips
Subtotal

Total VC:

$2,240,088100.0%

$867,900100.0%

1,641,826 73.3
128,281 5.7

634,969 73.2
49,887 5.7

22,855 1.0
.6
11,979
11,542
.5
1,816,483 81.1

4,658
.5
4,488
.5
694,002 79.9

16,187
24,789

.5
.8

16,187
24,789

.7
1.1

-

-

21,960
4,238
67,174

.8
.1
2.2

21,960
4,238
67,174

1.0
.2
3.0

-

-

2,577,659 82.9

1,883,657 84.1

694,002 79.9

530,329 17.1

356,431 15.9

173,898 20.1

Contribution
Margin (CM):
Fixed costs (FC):
Traceable:
MFG: **
Depreciation
**Property tax
SELL: **
Advertising
Fleet:
Salary
Repair
Insurance
License
Subtotal:
Division segment
margin
Common FC:
G&A: Deprec.
Expense
Subtotal
Income from
Operations

Export

Domestic

Total

$

8,635
16,236
10,355

6,217
11,690
7,456

2,418
4,546
2,899

49,423
27,369
14,185
2,539
128,742

49,423
27,369
14,185
2,539
118,879

9,863

4.2

401,587 12.9

5.3

$ 237,552 10.6

1.2

$164,035 18.9

6,302
311,503
317,805 10.2

83,782

2.7

** indicates some costs were allocated based on division sales as a percentage of total sales because detail
information was not available.
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2) Further investigation of the division is required before a recommendation can be made. Why
and what would that investigation show?

Before deciding to eliminate the export division because it is producing less than domestic, products in
each division should be examined. It may be that the division is profitable if one or more products were
eliminated or sales were expanded. The analysis should show which products bring a profit or loss to the
division.
3) How has each specific product type (bulk, packaged and other) contributed to income from
operations?

Again using the contribution approach, an income statement can be prepared showing the product segment
margin. In so doing, the following indicates as the amount contributed by each product segment margin:

The Contribution Approach Income Statement
(Product Segment Margins)

699,639
754,786
754,786

619,981
257,971
257,971

45,577
38,123
38,123

822,323
655,879
655,879

( 55,147)

49,568

362,010

7,454

166,444

Bulk
Sales
VC:

mfg.
sell
Total VC
Contribution
margin
Traceable FC:
Selling

$3,107,988
2,510,485
67,174
2,577,659

530,329

Export
Bulk

Domestic
Pkg
920,468
803,726
67,174
870,900

Total

Other

Pkg

103,871

-

100,972

-

-

2,899

Product segment
margin

426,458

( 55,147)

( 51,404)

362,010

7,454

163,545

Nontraceable FC:
Plant exp.
Depreciation
G &A
Subtotal

24,871
6,302
311,503
342,676

Income from
operations

$ 83,782

Copyright 1992 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

AICPA Case Development Program

Case No. 92-11: Honey Company ♦ 16

4) Based on the above analysis, can you determine which products should be kept, deleted or
changed? Isfurther analysis required before a recommendation can be made? Why and what
would it consist of?
At first glance, it would appear that domestic bulk and packaged should be deleted since they are showing
losses; export bulk is also questionable since it contributed only a small amount of profit. However, the
product mix which makes up each product type should first be examined before final recommendations
are made. See Exhibit I to determine how many products would need to be examined under each product
type.
5) Are there other areas or concerns that need to be addressed by the Company? What are they
and why are they significant?
There are problems in the company which have a definite impact on operations and future profitability.
Some of them are:

a.

lack of communication in the company as a whole as well as a lack of understanding of company
goals.

b.

lack of controls such as budgets, cost analysis, etc.

c.

lack of effective evaluation methods, particularly for transportation in shipping products.

d.

lack of succession plan, including tax and estate planning.

e.

lack of good accounting records which would include the use of an interfacing computerized
system for not only accounting, but also inventory, costing, budgeting, etc.

f.

lack of planning for capital expenditures, including repairs and replacement of equipment.

g.

lack of on-going evaluation of cash position and effective use of cash, especially in interest and
other non-production related expenses.
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CENTEX
Michael F. van Breda, Professor
Southern Methodist University, Dallas, Texas
Dan Jobe, Partner
Arthur Andersen & Co., Dallas, Texas

INTRODUCTION
Centex is the nation’s largest and most geographically diverse home builder as well as the fifth largest
general building contractor in the country. The company also produces and distributes cement, ready-mix
concrete, aggregates and gypsum wallboard. During fiscal 1989, Centex expanded the financial services
aspect of its operations by establishing a wholly-owned savings bank.
Prior to 1988, ARB 51 governed the treatment of wholly owned financial subsidiaries by manufacturing
companies. It permitted such subsidiaries to be accounted for on the equity method. Starting in 1989,
the FASB requires under SFAS 94 that all subsidiaries be consolidated. Centex, like many other companies
in similar circumstances, was faced with the issue of how to present its financial subsidiary in the most
meaningful way to its stakeholders, including its shareholders.
Financial institutions tend to have very different operating characteristics from manufacturing firms.
In particular, they are very highly leveraged. In this specific case, Centex had a debt to equity ratio of 34%
with its mortgage company reflected on an equity basis and prior to the acquisition and inclusion of the
savings bank in its balance sheet, but a debt to equity ratio of over 100% if the mortgage company and
savings bank were included.
Centex decided to produce two sets of balance sheets. One set conformed to the new requirements
of SFAS 94 and showed its financial subsidiaries fully consolidated. The other set of balance sheets treated
the financial subsidiaries as an equity investment, the way that it had been done in the past. The two sets
of balance sheets were listed side by side in the annual report of 1989 with a footnote saying:
See Note A for discussion of the above dual presentation. The “Supplemental” presentation includes the mortgage
company and the savings and loan on the equity method, whereas the “Fully Consolidated” presentation includes all assets
and liabilities of these entities. Also see notes to consolidated financial statements.

A copy of the balance sheets appears at the end of the case in Exhibit 1 where the dual presentation may
be seen. A copy of a portion of Note A appears in Exhibit 2. Centex explained the reasons for this
presentation in a letter to its stockholders:
We believe that the consolidation mandated by SFAS No. 94 is confusing because the resulting presentation of the
balance sheet does not accurately reflect either the actual or historical financial condition of the company. Centex is not
liable for the newly-consolidated debt of the mortgage company or of the savings bank; instead, only our equity in these
subsidiaries is at risk.
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In an effort to minimize the confusion, Centex’s balance sheet presents our financial condition as it has traditionally
been reported as well as in a format which consolidates the finance subsidiaries. Disregarding the newly-consolidated debt,
our debt-to-equity ratio is just slightly higher than last year and remains well within an acceptable range for our industry.

Those balance sheets should be read in conjunction with the auditor’s statement, which said:
As described in Note A, the company has consolidated certain previously unconsolidated subsidiaries as of March 31,
1989 and has restated all periods presented in the accompanying financial statements to reflect this change.
The supplementalbalance sheets as of March 31, 1989 and 1988 are presented for purposes of additional analyses and
are not a required part of the basic financial statements. These statements are based on the financial statements referred
to above, adjusted to present the company’s mortgage company and the savings and loan on the equity method of
accounting as opposed to consolidation. We have reviewed the entries prepared to reflect such adjustments and, in our
opinion, the entries have been properly applied to the basic financial statements.

As noted above, Exhibit 2 contains a copy of the relevant portion of Note A.
REPORTING BACKGROUND
Centex was founded in 1950 in Dallas, Texas. It went public in 1969 and with its continued growth has
come an increase in interest on the part of the investment community in the financial health of the
corporation. Today numerous investment analysts follow the fortunes of the company directly. To address
their concerns, the senior management of the company meets with these analysts several times a year.
Centex begins its financial reporting process by targeting its audiences. These include shareholders,
the financial community (analysts, institutional investors and brokers), potential individual investors,
potential and current customers and employees, media, libraries, students and general public, i.e., people
of all ages, educational levels and backgrounds. They are located primarily in the United States, with a few
in the United Kingdom and Europe. A total of about 35,000 Centex annual reports are distributed each
year.
Centex sees the primary objective of the Annual Report, including the financial statements, as a method
of shareholder and public communication, driven by the disclosure requirements of the New York Stock
Exchange and the Securities and Exchange Commission. The Annual Report also provides a means for the
company to communicate financial and general information throughout the Centex organization. In
addition, it is used by both the parent company and its subsidiaries for marketing and recruiting purposes.
Centex views the Annual Report as a significant opportunity to define itself as a company and
communicate its message to external and internal audiences alike. Such opportunities to present a
cohesive message are limited due to the company’s size, business and geographic diversity and, in
particular, because of its decentralized management style (5,300 employees operating four distinct lines
of business in more than 100 offices in 22 states). The level of usage is such that some of the home
building divisions order 10 boxes of annual reports at a time for use in sales offices and for recruiting
purposes.
The company prides itself on the quality of its financial reporting. In 1992, for instance, the company
was given an Award for Excellence in Corporate Reporting for 1990-91 for “exemplary communication with
the investment community.” The award was made by the Corporate Information
Committee of the Association of Investment Management and Research and was the only one given to a
construction company. AIMRis the professional organization for the more than 22,500 investment advisors
and financial analysts in the United States, Canada and several other nations.

OBJECTIVES
Although specific corporate objectives for the annual report vary from year to year, Centex’s fundamental
intention is to consistently communicate the “state of the company.” As noted above, Centex’s Annual
Report is one of the most important elements of that communication. Given that it is only produced once
a year, it must remain effective for that entire year. Two additional specific goals of the report are to:
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(1) Clearly and concisely define the current operational and financial status and future
strategies of a the company, and do so in an interesting, innovative and understandable
manner, while still meeting SEC requirements;
(2) Utilize a one-project budget to create a multi-purpose product, i.e., to produce a
sophisticated yet “reader-friendly” annual report, which can be used both externally and
internally for financial and general informational purposes.

EXECUTION
Centex hires a topnotch outside graphic designer to handle design, and to supervise art and
production. The Vice President of Corporate Communications gathers the operational information, writes
the report with editing by senior management, and is closely involved in the entire process including
photography and printing. The Centex annual reports have won a Gold Quill Award of Excellence for
Annual Reports from the International Association of Business Communicators, the 1990 “Texas Katie”
award for Annual Reports from the Dallas Press Club, and three Matrix Awards from the Dallas Chapter of
Women in Communications. The report has also won numerous graphic design awards and is featured in
textbooks and design annuals.
The designer and writer have several meetings to discuss the year’s message and the ways in which it
might best be conveyed. Normally several approaches are developed and presented to the company’s
senior management team and, with their input, one approach is chosen. The financial statement section
of the annual report, including the footnotes, is prepared by the company under the supervision
of the Vice President-Controller. The total out-of-pocket costs of producing 35,000 copies of the annual
report is approximately $200,000.
Exhibit 3 shows a typical timetable that is drawn up for production of the annual report. The schedule
is tight and, the participants confess, often altered due to unforeseen events. The final date, though, has
to be met. Coordination with the auditors, who have to review the final product, is key, therefore.
COMPANY BACKGROUND
Centex today is a multi-industry conglomerate that has grown quite dramatically since its founding as a
small residential and commercial construction company. As noted in Part I of Form 10K submitted to the
SEC, Centex currently operates in four business segments: home building and mortgage banking,
contracting and construction products, and savings and loan. Prior to 1984, Centex was also involved in
the oil industry, but these operations were spun off that year to Centex shareholders.
Centex home building operations primarily involve the construction and sale of residential housing
including the purchase and development of land. Centex has participated in the home building business
since 1950 and today is the nation’s leader in the number of single-family units built
and sold.
Centex follows a strategy of reducing exposure to local market volatility by spreading operations across
geographically and economically diverse markets, operating in over 39 metropolitan areas and over 20
states. The houses it builds range in size from 1,000 square feet to 6,000 square feet with a comparable
range in price. Despite its size, the Company’s operations account for less than 1% of the housing starts
in the United States.
Home building is essentially a local business. Centex competes with numerous other home builders.
The main competitive factors are location, price, cost of providing mortgage financing for customers,
construction costs, design and quality of homes, marketing expertise, availability of land and a builder’s
reputation. Management believes the Company competes effectively by being responsive to the specific
demands of each market. In addition, management believes that individual contractors benefit through
their relationship with Centex, a nationally known, and well-respected company. Many subcontractors
leave copies of Centex’s financial reports in the reception areas of their own offices for perusal by their
prospective customers.
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As an integral part of its home building function, the Company also furnishes mortgage and other
financial services to its home buyers and others. These mortgages are provided through a wholly owned
subsidiary, CTX Mortgage Company. The establishment of CTX Mortgage enables the Company to solicit
mortgages on homes not built by Centex. In addition, through the CTX Insurance Agency, the Company
acts as an agent for homeowners’ insurance policies and, in some areas, through Centex Title Company
for title insurance policies.
In prior years, funding for these mortgage activities was drawn from Centex Acceptance Corporation,
Centex Credit Corporation, and Centex Collateralized Mortgage Corporation. A portion of this funding
was generated by the issuance of collateralized mortgage obligations (CMOs). These are essentially
financial investments secured by the underlying mortgages. These CMOs were also subject to SFAS 94.
Due to changes in tax legislation in 1986 and the new SFAS 94 requirements, the Company stopped issuing
CMOs in fiscal 1989. It also sold substantially all of the residual interests in the CMOs issued in previous
years. The CMOs disposed of totaled approximately $1.1 billion in which the company had a residual
interest of about $55 million. Centex’s interests in these CMOs were sold for slightly more than book value
and the proceeds were used to reduce the company’s debt.
Centex entered the contracting and construction services business in 1966 with the purchase of J.W.
Bateson Company, Inc. Since then the Company has acquired several other major contractors, such as
Frank Rooney, M.H. Golden, and Eugene Simpson & Brother, and formed its own subsidiary Centex-Rodg
ers. Its general construction activities involve the construction of multi-purpose buildings and facilities for
both private and government interests, including hospitals, hotels, museums, libraries, airport terminals,
condominiums and educational institutions, including the business school building at SMU. Noteworthy
buildings include Cinderella’s Castle at Disney World, Texas Stadium near Dallas, and the CIA building in
Washington DC.
As a general contractor, Centex provides the supervisory personnel for the construction of the building
or facility, hiring subcontractors to perform the bulk of the work. As a result, the Company’s contracting
and construction services operation requires a relatively small asset base.
Centex’s involvement in the construction products business dates to 1963 when it began construction
on its first cement plant. Portland cement is the essential binding ingredient in concrete. Since that time,
theCompany’s construction product operations have been expanded to include additional cement
production and distribution facilities and the production and sale of aggregates, ready mix concrete and,
since 1985, gypsum wallboard.
The primary component of cement is limestone. This is principally obtained from quarries owned
outright or jointly or, in some cases, leased by Centex. Other raw materials include sand, clay, iron ore
and gypsum, which are also obtained from Company controlled reserves.
Centex’s savings and loan operation, a specific concern of this case, consist of certain assets and
liabilities of four central Texas savings and loan associations which the Company acquired on December
29, 1988 under the Federal Savings and Loan Insurance Corporation’s Southwest Plan. This entity now
operates under the name of Texas Trust Savings Bank, FSB.

TEXAS TRUST SAVINGS BANK
On December 29, 1988, Centex established a savings bank named Texas Trust through a wholly-owned
subsidiary, CTX Holding. Texas Trust was capitalized with 1,600,000 shares with a par value of $1 each,
paid-in capital in excess of par of $14.4 million, and $10.3 million of 10% cumulative, redeemable preferred
stock.
The new savings bank acquired the assets and assumed certain liabilities of four insolvent savings and
loan institutions from the Federal Savings and Loan Insurance Corporation (FSLIC) under the Southwest
Plan. This plan was designed to return bankrupt S&L’s, which had been taken over by FSLIC, back to
private ownership. Texas Trust paid $26.3 million for its acquisitions.
The acquired thrifts had assets on March 31, 1989 of $620 million. These included a receivable from
FSLIC for $168 million which represented the accumulated deficits of the thrifts. The acquisition of the
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thrifts was made pursuant to acquisition agreements and an assistance agreement with the FSLIC. Under
the terms of these agreements, FSLIC provided assistance to Texas Trust in the form of a note in the
amount of $168 million. Under the agreement, the FSLIC received a warrant to purchase for the nominal
amount of $400,000 a 20 percent share of Texas Trust. This option begins on December 29, 1993 and
extends for 10 years.
The FSLIC note is due in full on December 29, 1998. In the interim it bears interest for the Trust at
a designated spread above the Texas Cost of Funds, adjusted quarterly. The amount of the note and the
allocation of the purchase price were subject to adjustment following completion of an audit directed by
the FSLIC.
The revenues from Texas Trust from its inception through March 31, 1989 totaled $15.9 million of
Centex’s total revenues of $1,845 million. Its earnings over the same period totaled $145,000 of Centex’s
total pretax earnings of $59 million for the same period.
Of the $620 million of assets acquired by Texas Trust, $336 million were subject to FSLIC assistance
for a 10 year period and are denoted as Covered Assets. The FSLIC reimburses Texas Trust for any losses
or costs incurred in connection with the operation and disposition of these assets. Disposition gains are
shared by the FSLIC and Texas Trust. In addition, the FSLIC supplements the actual yield on these assets
to provide a guaranteed yield equal to the Texas Cost of Funds, plus a designated spread. This will
continue until December 29, 1998. At that time, any remaining Covered Assets will be adjusted to their
then fair market value and retained by Texas Trust. The FSLIC will reimburse Texas Trust for any required
valuation adjustments.
The acquisition of the thrifts brought additional benefits to Centex in the form of accumulated tax
losses which are now available to offset tax expense incurred in other parts of the business. The carry
forwards of these net operating losses give rise to the negative goodwill number that is shown in the
consolidated statements.
ACCOUNTING STANDARDS

Until 1988 accounting guidelines permitted the inclusion of a financial subsidiary in the financial
statements of a manufacturing company to be handled on the equity method basis. The grounds for this
treatment were that consolidating the two businesses would be confusing. The basis for not consolidating
may be found in the so-called nonhomogeneity clause of ARB 51.
ARB 51 was passed in 1959 and controlled the requirements for consolidating companies. It noted
first that:
The purpose of consolidated statements is to present, primarily for the benefit of the shareholders and creditors of the
parent company, the results of the operations and the financial position of a parent company and its subsidiaries essentially
as if the group were a single company with one or more branches or divisions. There is a presumption that consolidated
statements are more meaningful than separate statements and that they are usually necessary for a fair presentation when
one of the companies in the group directly or indirectly has a controlling financial interest in the other companies.

While the general rule was to require consolidation of all subsidiaries in which the parent had a 50% or
more share, exceptions were permitted in the case of nonhomogeneous operations. Specifically, the third
paragraph of ARB 51 allowed that:
. . . even though a group of companies is heterogeneous in character, it may be better to make a full consolidation than
to present a large number of separate statements. On the other hand, separate statements or combined statements would
be preferable for a subsidiary or group of subsidiaries if the presentation of financial information concerning the particular
activities of such subsidiaries would be more informative to shareholders and creditors of the parent company than would
the inclusion of such subsidiaries in the consolidation. For example, separate statements may be required for a subsidiary
which is a bank or an insurance company and may be preferable for a finance company where the parent and the other
subsidiaries are engaged in manufacturing operations.

Several problems have been experienced with this clause. First, certain companies made use of it; others
with similar subsidiaries did not. The result was a lack of comparability. The lack of comparability makes
investment and credit decisions more difficult because, says SFAC 2, par. 11, “the significance of
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information, especially quantitative information, depends to a great extent on the user’s ability to relate
it to some benchmark.”
Second, the FASB noted that businesses had become increasingly diversified since ARB 51 was issued.
Financial subsidiaries of nonfinancial corporations, which were an exception in I960, are commonplace
today. With business so diverse, does it any longer make sense to exclude one particular kind of business
from consolidation? The majority of the Board concluded it does not, saying:
The managerial, operational, and financial ties that bind an enterprise into a single economic unit are stronger than
the differences between its lines of business. Consolidated financial statements became common once it was recognized
that boundaries between separate corporate entities must be ignored to report the business carried on by a group of
affiliated corporations as the economic and financial whole that it actually is. Similarly, differences between the varied
operations of a group of affiliated corporations that constitutes an economic and financial whole do not preclude including
them all in consolidated financial statements.

The Board rejected the argument that the equity method effectively included the financial subsidiary.
They pointed out that while the equity method does provide the same net assets and the same net income
as consolidation, it does not break out revenues and expenses, assets and liabilities. The equity method
provides an incomplete picture, they said. As a result, an unconsolidated statement is not representational
ly faithful.
Companies, though, do provide financial statements for their subsidiaries. The statements that Centex
provided for CTX Holding and CTX Mortgage appear in Exhibit 4. Since investors, therefore, can do the
consolidation themselves, if they want it, why not stick with the equity method? The Board responded that:
A “do-it-yourself’ consolidation can only be a rough approximation of one done by the enterprise itself because
consolidation procedures require detailed information about current amounts and past transactions that is seldom provided
by general- purpose financial reporting.

This is not to say that additional information, including segment information, should not be provided. In
fact, the Board encouraged experimentation in this regard.
While accepting the basic points made above, many respondents to the FASB’s Exposure Draft argued
that a distinction should be drawn between captive and noncaptive financial subsidiaries. The former do
almost all their business with the parent and should be consolidated; the latter are almost independent
businesses and should not be consolidated. The Board did not so much reject the argument as to suggest
that the distinction was too difficult to make in practice.
The Board rejected other distinctions that respondents wanted to make, such as different operating
characteristics, on similar grounds: It would be too difficult and too arbitrary to apply.
Finally, one needs to address an argument that is made by many. Financial standards, they say, have
economic consequences and standard setters should take those consequences into account. The FASB
stoutly argues that one should tell the truth and hang the consequences. But many companies, including
Centex, feel it necessary to make decisions that will improve the way their results will be reported.

QUESTIONS
1.

Imagine that you are called in by the controller of Centex and asked to prepare a position paper
on what the company should do to respond to the requirements of SFAS 94. In particular, address
Centex’s concerns that SFAS 94 would produce confusing results. Also examine what alternatives
are available such as footnote disclosure. You might want to examine the reports of other
companies. How would Centex’s stated goal of using the annual report as an opportunity to
define itself affect your position.

2.

Use the financial data provided to construct the financial statements required by SFAS 94. Also
compute financial ratios on a consolidated and supplemental basis. How do your consolidations
compare with those provided by Centex?
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3. Obtain a copy of the Centex Annual report. What image do you think the company is attempting
to portray? What evidence can you provide for your position? How is this image reflected in the
financial statements? How do the financial statements impact the image in your opinion?
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EXHIBIT 1

Balance Sheet
Centex Corp.
March 31, 1989

Assets
Cash
Receivables
Mortgages
Contracts
Trade
Notes
Inventories
Homes
Land
Construction Products
Investments
Joint Ventures & Subsidiaries
Centex Development
Property, Plant & Equipment., Net
FSLIC Note
FSLIC Assets
Other Assets
TOTAL

Supplemental

Fully
Consolidated

$8,053

21,673

0
152,987
41,116
22,331

127,249
152,987
58,258
23,412

466,056
105,545
14,736

466,056
105,545
14,736

68,703
76,843
112,587
0
0
27,271
$1,096,228

53,376
76,843
114,689
217,595
336,099
32,044
$1,800,522

$358,129
0
0
100,265
119,162
21,030
74,487
38,981

$373,426
452,135
135,970
200,068
119,162
21,030
75,576
38,981

3,617
205
380,352
$1,096,228

3,617
205
380,352
$1,800,522

Liabilities & Equity

Payables
Deposits
FHLB Advances
Notes
Debentures
Other Debt
Deferred Taxes
Negative Goodwill
Equity:
Par Value
Capital in Excess of Par
Retained Earnings
TOTAL
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EXHIBIT 2
Note A
Significant Accounting Policies

BASIS OF PRESENTATION
Centex Corporation was required to adopt Statement of Financial Accounting Standards (SFAS) 94,
“Consolidation of All Majority-Owned Subsidiaries,” in fiscal 1989. This resulted in the consolidation of
CTX Mortgage Company (CTX) and certain of its subsidiaries for all years presented and of CTX Holding
Company (CTX Holding) and its savings and loan subsidiary, Texas Trust Savings Bank, which was formed
fiscal 1989 to acquire four central Texas savings associations under the Federal Savings and Loan Insurance
Corporation’s (FSLIC) Southwest Plan. These business units operate in distinctly different environments
which generally require significantly less capital as compared to the remainder of Centex’s operations. CTX
is a full-service mortgage banking operation which originates mortgage loans for Centex home buyers and
others and immediately sells the mortgages and related servicing rights upon closing. Mortgages in process
of being delivered to purchasers are financed with short-term credit facilities. Neither Centex Corporation
nor CTX Holding has any obligation to make additional capital contributions to the savings and loan
subsidiary. The fully consolidated financial statements include the accounts of Centex Corporation and
subsidiaries (the company) after the elimination of all significant intercompany balances and transactions.
The data presented for all years has been restated on this basis.
In order to facilitate a comparison to Centex’s historical reporting format, the “Supplemental” balance
sheet data reflecting CTX and CTX Holding on the equity method has been presented. The supplemental
data does not purport to present the company’s financial position in accordance with generally accepted
accounting principles.
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EXHIBIT 3
Timetable
1991 Annual Report Production Schedule - Key Dates

March
April
April 24
April 30
May 10
May
May
May
May

13
16
20
21

May 22
May 23
May 24

Meet with management to determine general concept.
Graphic design, research, writing of narrative
and financial section begins.
Year-End Earnings Release.
Obtain printing bids; writing, photography continue.

Final signoff on financials by Arthur Andersen & Co.

Financial copy circulated for comments.
Centex Board Meeting.
Controller receives comments on financial section.
Financial copy sent for initial typesetting.

Narrative copy submitted to management for review.
Centex proofs financial copy; resubmits for corrections.
Narrative copy submitted for typesetting;
financial copy corrected and mechanical
begun.

May 27

MEMORIAL DAY HOLIDAY

May 29
May 30

Narrative copy finalized; narrative and financial mechanicals completed.
Centex, Arthur Andersen review mechanicals; mechanicals are corrected.

June 3
June 5

June 10

Approved mechanicals submitted to printer.
Centex receives first brownline, completes proofing, and sends corrected
brownline to designer.
Designer revises mechanical and sends to
printer. Printer sends revised brownline to
Centex; Centex corrects and sends to design
er. Designer sends final brownline to printer.
Book on press.

June 14

Book in bindery.

June 19
July 18

Annual Report & Proxy mailed.
Annual Stockholders Meeting.

June 7
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EXHIBIT 4
Additional disclosures

CTX Holding and Subsidiary Texas Trust

March 31, 1989 (thousands)

Assets

Cash and amounts due from banks
Loans and receivables,
primarily residential mortgage loans
Assets covered by FSLIC assistance
Notes and receivables from FSLIC
Other assets, including $68 million
from affiliate

Liabilities and Stockholders’ Equity
Deposits
FHLB advances
Other liabilities
Negative goodwill
Stockholder’s equity

$10,636
35,620
336,099
217,595
70,067
$670,017

$452,135
135,970
15,051
38,981
27,880
$670,017

CTX Mortgage and subsidiaries, March 31, 1989 (thousands)
CMO’s reflected on equity method

Assets
Mortgage loans receivable, net
Cash and other receivables
Other

$96,860
13,738
3,868
$114,466

Liabilities and Stockholders’ Equity

Notes payable
Other
Stockholder’s equity

$98,700
12,158
3,608
$114,466
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Centex

TEACHING NOTES
Michael F. van Breda, Professor
Southern Methodist University, Dallas, Texas
Dan Jobe, Partner
Arthur Anderson & Co., Dallas, Texas

The primary purpose of this case is to provide instructors with a setting in which they can discuss the
development of an entire annual report. Too often, it seems to me, we focus solely on the technicalities
of producing a balance sheet or an income statement without placing them in the context of the
development of the annual report as a whole. This approach provides room for both positive and
normative questions. At the positive end, how does a company like Centex prepare their annual report?
What thinking goes into it? At the normative end, how should a company attack its preparation?
In addition to the general issue of report preparation, the case enables the instructor to develop several
specific areas of potential interest to a class in the financial accounting, accounting theory, or the auditing
areas. First, there is the question of how a company should respond to the issuance of a new accounting
standard in this particular case, SFAS 94. Second, it illustrates how annual reports are prepared, and used,
both outside and inside a company. Third, it provides an opportunity, for those who wish to pursue the
technicalities to develop the intricacies of consolidations. Last, but by no means least, the case enables the
instructor to discuss the savings and loan industry. This note seeks to take each of those issues
sequentially.
The case could be used in an intermediate accounting course in a discussion of the preparation of an
annual report, or a discussion of financial disclosure. It would fit most usefully with a section such as
Chapter 24 of J.R. Willaims, K.G. Stanga, and W.W. Holder’s Intermediate Accounting 3rd edition, entitled
Financial-Statement Disclosure and Analysis. It could also be used in association with an advanced
accounting text such as that of D.L. Jensen, E.N. Coffman, and T.J. Burns which has a section on pros and
cons of separate versus consolidated statements on page 59 of the 2nd edition. I use it in my theory class
in conjunction with the last chapter on Disclosure in E.L. Hendriksen and M.F. van Breda’s Accounting
Theory.
Centex has graciously agreed to make copies of their annual report available to any instructor wishing
to teach this case. Alternatively, one can tackle the same issues of preparation raised in this case in
conjunction with any other annual report. Given that the case raises the question of the relationship
between the front of the report and the back, the financial statements that appear in many texts are
probably inadequate. It is the “package” that we seek to address in this case.
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ECONOMIC CONSEQUENCES
The FASB has asserted on a number of occasions that it will not, nor should it in its opinion, take the
economic consequences of its rulings into consideration. For example, many argue that amortizing
goodwill puts American companies at a competitive disadvantage against foreign companies. The FASB’s
response has been that one should “tell it like it is” and that consequences should be ignored in the
rule-making process. In this context, the FASB argued that the value to the economy of preparing fullyconsolidated reports would outweigh any possible economic consequences. This case traces the outcome
for one company.
Centex responded in two ways to the new ruling. First, it sold off all its interests in CMO’s. Second,
it sought to soften the impact of the ruling on its remaining businesses by providing two sets of accounting
statements.

SALE OF CMO'S
The first response is quite dramatic and underlines how seriously some practitioners take their financial
statements. One can make up all kinds of stories about why
management chose to abandon this business. The simple fact of the sale, though, is sufficiently interesting
to provide much fuel for discussion on the economic consequences of financial standards. ]
DUAL PRESENTATIONS
The second response, the preparation of two financial statements, was what first drew my attention to
Centex. I wondered, and still wonder, whether the release of two financial statements does not defeat the
purpose of SFAS 94. One can argue both ways here.
The presentation of the supplementary statements enables the company and others to continue to talk
about the old debt-equity ratios and to “downplay” the new financial ratios. If it was the intent of the
FASB to get investors to focus on the new financial ratios, then permitting a dual presentation rather
defeats the purpose of the exercise. On the other hand, if it was the intent of the FASB to simply make
information about the new debt-equity ratios available, then the dual presentation is ideal.
The FASB encouraged companies to experiment. While lauding this position, it seems to me that in
the end it defeats the purpose of rule making. Why not simply allow all companies to present as many
financial statements as they want. And, why not?! Is this not, perhaps, the direction in which financial
reporting is moving, and in which it should move? Does this not provide the financial community a way
out of the standards overload which currently afflicts it? And, does it not solve, in part at least, the
dilemma that multinationals face in dealing with multiple accounting jurisdictions. ]
MARKET EFFICIENCY

There are three presentations in the annual report. There is the fully consolidated. There is the
supplementary. But, there is also the “do-it-yourself’ possibility that exists within the statement given that
one has financial statements for the financial subsidiaries. Believers in the efficient market hypothesis
would argue that there is sufficient material here to make a fully-consolidated statement. It would be an
interesting exercise in class to see whether the summary reports presented for each financial subsidiary
were sufficient for this purpose.
If one is not able to do this, one can follow the FASB in requiring a company to present a fully
consolidated statement? However, there is another equally attractive option. One might require fuller
disclosure of the financial subsidiaries? Disclosure that is sufficient for the reader to produce that
fully-consolidated statement. Or other statements that the reader might prefer. The former approach is
current practice, but the latter might be preferable.
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PREPARATION
Theme — The company very consciously develops a theme for each annual report. The concept is a
fascinating one. By contrast one often has the sense that financial statements themselves are relatively
themeless. In fact, they sometimes seem almost disjoint from the rest of an annual report. However, this
need not be true. First, the readers of the financial section are also among those who pick up the glossy
section. Or, reversing that order, the readers who pick up the glossy section might delve into the financial
section if it were made inviting. In other words, the format of the financial section could, even should,
be driven by the same circumstances that drive the format of the glossy section and the two should be
targeted at the same audience.
In so doing, the company could present its own view of itself, both in words and in numbers. For
instance, in this particular case Centex makes the case in words that Texas Trust is separate from the rest
of its business. Its assets are covered. Its management is independent. It reinforces this story by
presenting separate statements for Centex and Texas Trust. The fully-consolidated statement does a
disservice here in portraying the Trust and Centex as a “single” company. One can dispute, of course,
management’s view of the business, but one should dispute this both in the glossy and in the financials.
One can imagine an annual report that, in summary form perhaps, first presents financial statements
in a format preferred by management. These could be followed by statements preferred by regulators.
Not only would this allow management to present debt-equity ratios It would also enable them to present
the company in a format that corresponded to their theme. One can imagine one statement for a
centralized company versus a set of statements for a decentralized company. None of this would require
additional disclosure. It would simply require a reordering of the typical presentation of financial
information. For instance, the decentralized company might present its segment information first and
highlighted; the centralized company would downplay its importance, or emphasize the synergistic
elements in its diversification strategy.
Time line — The time line that Centex has provided gives one a sense of what has to be done in
preparing an annual report and when it has to be done. Accounting firms have their own time lines and
might be willing to share theirs with instructors for use in class.
Users — Centex is particularly interesting in its careful identification of its user community. The
company places financial analysts high on its list of perceived users and is genuinely concerned about
servicing them as best it can. The company perceived with justification that, among other things, analysts
are interested in debt-equity ratios as a measure of the company’s strength. The company was not
convinced that analysts could produce a “do-it-yourself’ supplementary statement and so work back to
what the debt-equity ratio would have been on an unconsolidated basis. The company undertook,
therefore, to make that ratio available.
In addition, the company perceives that its users include a number of homebuyers who probably do
not look at the financial statements at all. To the extent that they do, they would probably be alarmed by
the debt burden that the company was carrying. The supplementary statements is intended to serve their
needs as well.
Involvement ofauditors—The involvement of auditors in the preparation of an annual report is more
limited than I perceived it to be prior to studying Centex. This merely reaffirms that truth of management’s
statement that now accompanies annual reports, stating that these statements are the responsibility of
management.

CONSOLIDATIONS
Centex has provided the consolidating balance sheets that they used to prepare the statements. There
is a two step process here. In the first, which is found in Exhibit 2, Centex combines CTX Holding with
its subsidiary Texas Trust to create a consolidated Texas Trust. The journal entries underlying the
eliminations and adjustments are provided in Exhibit 3.
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In the second, which is found in Exhibit 1, Centex consolidates Centex with its two financial
subsidiaries CTX Holding, here labelled Texas Trust, and CTX Mortgage. The result enables one to track
the transition from the supplementary statements to the fully consolidated statements.
These additional statements, kindly provided by Centex, are helpful in enabling one to trace the pattern
of the entries uses. They are also helpful in giving students some sense of the type and level of disclosures
that would be necessary if one was to provide sufficient information for readers to create a do-it-yourself
statement.

TEACHING STRATEGIES
The instructor must insist that cases be read prior to class. This become habit with graduate students, but
it is not yet ingrained in undergraduates. This poses a problem for the instructor using one or two cases
who must make an extra effort to ensure that students come fully prepared to discuss the case.
Case discussions must be just that, discussions. Again, this poses a difficulty for the instructor who is
using only a few cases. Students are used to being in a reactive mode in class and will not automatically
move into a proactive mode. Many techniques are available to make the shift. One is to stand quite clearly
to the side of the class when engaging in a case discussion. This signals the class that the instructor is
participating not directing.
I find it useful to begin cases by asking a student to lay out the sequence of events in a case. In this
case, to ask a number of related questions: When did Centex become interested in its corporate image in
the financial marketplace? When did the FASB get interested in consolidation? What was happening in the
financial market place? What was happening to the housing market? And finally, in what sequence are
annual reports prepared?
Once students have a sense of the macro and the micro time lines, one can then discuss the
relationship between the “advertizing” part of the annual report and the financial statements at the end.
I am quite fascinated by Centex’s self-insight into how they use their annual reports. They are quite
deliberate about making it reflective of the company and its strategy. The many prizes they have won
indicate that their deliberations are seen to be working by their peers.
This brings the discussion to the financial statement part of the annual report where the facts are
traditionally more stylized. One might ask the students at this point whether financial statements do/are
able to/should reflect the strategy discussed in the front of the report. In this particular case, if one argues,
as I think one can, that the financial subsidiary is effectively independent, does a required consolidated
statement enable management to use the numbers to support the “pictures?” Should management be
permitted to modify their statements to do this? It is clear from the notes above, that I am in favor of
additional disclosures that will enable management to do just that. My hope is that as the questions are
asked, students will argue their way to the same position. On the other hand, students may differ and
other instructors may differ. The key to a productive case discussion is not to insist on a particular answer,
but to highlight issues and to clarify arguments en route to whatever solution one prefers.
Strategic questioning is vital to a good case discussion. I recommend two books to the neophyte. Both
are by Ronald T. Hyman. The first is Strategic Questioning. The second is Improving Discussion
Leadership.
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CENTEX CORP.
Consolidating Balance Sheet
3/31/89

Consol.

Unconsol.

Texas Trust

CTX Mortg.

8,053

10,636

2,984

21,673

0
152,987
41,116
22,231
0

30,389
0
5,231
0
68,026

96,86
0
9,673
1,081
0

127,249
152,987
58,258
23,412
0

466,056
105,545
14,736

0
0
0

0
0
0

68,703
76,843
112,587
0
0
27,271

0
0
1,041
217,595
336,099
1,000

(926)
0
1,061
0
0
3,733

(14,401)

53,376
76,843
114,689
217,595
336,099
32,004

1,096,228

670,017

114,466

(80,189)

1,800,522

358,129
0
0
0
100,265
119,162
21,030
74,487
38,981

5,846
0
452,135
135,970
1,103
0
0
8,102
38,981

9,451
1,619
0
0
98,700
0
0
1,088
0

(8,101)
(38,981)

373,426
0
452,135
135,970
200,068
119,162
21,030
75,576
38,981

3,617
205
380,352

10
26,321
1,549

100
495
3,013

(110)
(26,816)
(4,562)

3,617
205
380,352

1,096,228

670,017

114,466

(80,189)

1,800,522

Elim.

Assets
Cash
Receivables
Mortgages
Contracts
Trade
Notes
Interco.
Inventories
Homes
Land
Con. Prod.
Investments
JVs & Subs.
CDC L.P.
PP&E, Net
FSLIC Note
FSLIC Assets
Other Assets

TOTAL

2,238
(68,026)

466,056
105,545
14,736

Liab & Equity

Payables
Interco.
Deposits
FHLB Advances
Notes
Debentures
Other Debt
Def. Taxes
Neg. Goodwill
Equity:
Par Value
CIP
Ret. Earnings
TOTAL

(1,619)
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CENTEX CORP
Eliminating Entries
3/31/89
(dollars in thousands)

Debit
(1)
Equity - Par Value
110
Equity - CIP
28,816
Equity - Retained Earnings
4,562
Investment in Subsidiaries
(to eliminate the equity investment offully consolidated subsidiaries)

Credit

31,488

(2)

Negative Goodwill
38,981
Investment in Subsidiaries
38,981
(entry to retain negative goodwill in both the traditional and consolidated presentation based upon the
fact the negative goodwill is recorded in a fully consolidated company within the S&L group)
(3)

Deferred Taxes
Investment in Subsidiaries

8,101

8,101

(4)
Investment in Subsidiaries
68,026
Intercompany Receivables
(to eliminate intercompany receivables with Texas Trust/CIX Holding)
(5)
Intercompany Payables - CTX Mortgage
Investment in Subsidiaries
(to eliminate intercompany payables with CTX Mortgage)

68,026

1,619
1,619

(6)
Trade Receivables
2,238
Investment in Subsidiaries
2,238
(to eliminate intercompany receivables with Texas Trust/CIX Holding which should have been included
with (netted against) entry #4 above)
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CENTEX CORPORATION AND SUBSIDIARIES
Savings and Loan
Consolidating Balance Sheet
March 31, 1989
(dollars in thousands)

Assets

Texas Trust
Savings Bank,
FSB

Cash, Temporary Cash Investments and
Marketable Securities
$ 10,636

Accounts and Notes Receivable
Residential Mortgage Loans
Trade
Intercompany

30,389
5,231
-

CTX
Holding

Eliminations
and
Adjustments

$ 10,636

-

-

Consolidated
CTX
Holding

68,026

-

30,389
5,231
68,026

26,403

(26,403)

-

Investments in Stock of Subsidiaries

-

Property and Equipment, Net

1,041

-

-

228,328
336,099

-

(10,733)
-

217,595
336,099

(8,000)

1,000

FSLIC
Note and Receivables
Covered Assets
Other Assets and Deferred Charges

9000

1,041

$620,724

$ 94,429

(45,136)

670,017

Payables and Accruals
Accounts Payable and Accrued
Liabilities
Minority Stockholders’ Interest

$ 5,093
-

$ 8,166
-

(7,433)
20

$ 5,826
20

Depositor Accounts

452,135

-

-

452,135

FHLB Advances

135,970

-

-

135,970

1,103

-

-

1,103

-

8,102

Liabilities and Stockholder’s Equity

Notes Payable
Deferred Income Taxes
Total Liabilities

■

594,301

Negative Goodwill

Stockholder’s Equity
Common Stock
Preferred Stock
Capital in Excess of Par Value
Net Earnings

1,600
10,321
14,400
102
26,423
$620,724

8,102
16,268

(7,413)

603,156

50,281

(11,300)

38,981

10
26,321
1,549
27,880
$ 94,429

(1,600)
(10,321)
(14,400)
(102)
(26,423)
(45,136)

10
26,321
1,549
27,880
$ 670,017

*See detail following the financial statements.
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ENVIRONMENTAL ISSUES:
FIBREBOARD CORPORATION
Thomas R. Weirich, Professor
Central Michigan University, Mt. Pleasant
Lynn E. Turner, Partner
Coopers & Lybrand, Denver, Colorado

Fibreboard Corporation (Fibreboard), incorporated in 1917, was a wholly-owned subsidiary of
Louisiana-Pacific Corporation (L-P) during the ten year period ofJune 1978-June 1988. In 1988, Fibreboard
became once again an independent, publicly held entity as the result of a spin-off by L-P to its shareholders
in order to reflect the distinct businesses and to provide flexibility for L-P and opportunities for Fibreboard
to operate independently.
Fibreboard, headquartered in Concord, California operates in three industry segments: wood products
operations — manufacturer of lumber, hardwood plywood, and other valued added wood products;
insulation products operations—producer of precision molded industrial insulation, fireproofing materials
and metal products; and resort operations — Fibreboard is the owner, developer and operator of the
Northstar-at-Tahoe resort.
Information reported in the company’s 10-Q (quarter report-6/30/92) filed with the U.S. Securities and
Exchange Commission (SEC) disclosed the following segment results:
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Quarter
Ended June 30

1992
1991
(Dollar amounts in thousands)
Outside sales
Wood products
Insulation products
Resort operations

$47,192
11,673
. 1,079
$59,944

$42,356
12,587
2,336
$57,279

Segment profit
Wood products
Insulation products
Resort operations

$7,642
1,308
(1,263)

$3,800
828
3

Total operations
Unallocated expense
Interest expense

7,687
(2,649)
(1,074)

4,631
(2,479)
(1,275)

677

829

$4,641

$1,706

Interest and other income
Income (loss) from continuing
operations before taxes

BALANCE SHEET INFORMATION FROM THE 10-Q REPORTED THE FOLLOWING SELECTED DATA:
June 30
June 30
1992
1991
(Dollar amounts in thousands)

Current Assets

$78,049

$82,651

$598,419

$589,220

58,145

$74,168

Total Operating Liabilities

$111,189

$130,254

Asbestos related Liabilities

$379,371

$360,108

Total Liabilities &
Stockholders’ Equity

$598,419

$589,220

Total Assets

Current Liabilities

Fibreboard’s insulation products division is the largest single producer of calcium silicate industrial
insulation in the U.S. which is environmentally safe. Calcium silicate is molded into various sizes and
configurations for industrial construction usage. As a major manufacturer prior to 1972 of asbestos based
products, which have been linked to major health problems among exposed individuals, Fibreboard is
currently at substantial risk as a defendant in many thousands of lawsuits claiming injury allegedly caused
by exposure to products containing asbestos.
Fibreboard also is named in asbestos-in-buildings actions that involved thousands of buildings including
schools. Other litigation reported by Fibreboard states that it has been named by the Environmental
Protection Agency (EPA) as a Potentially Responsible Party (PRP) in connection with two landfill clean-up
sites containing asbestos related products. Fibreboard claims that the company’s ability to continue as a
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going-concern (operate outside of bankruptcy protection) is dependent upon its ongoing ability to fund
asbestos related costs.
With respect to the ongoing asbestos litigation, Fibreboard was faced with continuous cash flow
problems. To address its cash flow problems and attempt to protect the company from bankruptcy,
Fibreboard in 1988 entered into a Structured Settlement Program to settle personal injury claims. In
anticipation of receiving these insurance settlements, Fibreboard has recorded such reimbursable costs as
an asset (asbestos costs to be reimbursed).
Exhibits I and II present excerpts of legal proceedings against the company as reported in Fibreboard’s
Form 10-K for the year ended December 31, 1991, that was filed with the U.S. Securities and Exchange
Commission (SEC).
In discussions with the company’s auditors concerning the forthcoming audit, management is
reevaluating the accounting and disclosure requirements relating to these legal proceedings. Management
raises the following concerns to you, their auditor, for discussion at next week’s meeting:
1) At what point in time should a liability be recorded for Fibreboard’s environmental issues?
Treat the asbestos injury claims and the landfill clean-ups as two separate issues.

2) What current authoritative accounting pronouncements are appropriate to the issue of
recording an environmental liability?

3) What are the required disclosures according to GAAP, and are they different for SEC
disclosure requirements?
4) Management is taking the position that they cannot accurately estimate the magnitude of
the environmental liability beyond 1999. Therefore, management believes that disclosure
only is appropriate. Besides, they state that these future costs if discounted to present day

dollars are immaterial.
5) Management also is contending that the liability for these environmental costs is mostly
offset by the insurance that they carry. Therefore, if they book a liability, it should be the
net amount (net of insurance). Alternatively, these future insurance receipts should be
recorded as an asset.

Following your meeting with Fibreboard, as partner-in-charge you have scheduled an audit planning
meeting with the audit personnel for the Fibreboard audit. What specific audit concerns need to be
addressed at the meeting?
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EXHIBIT I

Fibreboard Corporation
(Excerpts from Item 3. Legal Proceedings, 10-K)

ITEM 3. LEGAL PROCEEDINGS
Asbestos-Related Personal Injury Claims

At December 31, 1991, Fibreboard is a defendant in approximately 75,000 personal injury claims.
Additional claims are anticipated in the future. These claims typically allege injury or death from asbestos
exposure. Fibreboard is typically only one of several defendants. These claims seek compensatory, and in
many cases, punitive damages in varying amounts depending on injury severity. Claims are pending in
federal and state courts throughout the United States.
Additional information concerning personal injury claims can be found in note 15 to Fibreboard’s
consolidated financial statements, “Asbestos-Related Litigation.”
Insurance Coverage for Personal Injury Claims

Fibreboard is litigating with two insurers, Continental Casualty Company and Pacific Indemnity
Company, to determine the amount of insurance available to Fibreboard under policies issued by these
companies (In Re Asbestos Insurance Coverage Cases, Judicial Council Coordination Proceeding No. 107,
Superior Court of the State of California for the City and County of San Francisco). The litigation has been
completed at the trial court level, with judgments favoring Fibreboard on all issues. These judgments have
been appealed to the California Court of Appeal by both insurers, and resolution at the appeal court level
is not anticipated until late 1992 at the earliest.
Further information concerning this litigation can be found in note 15 to Fibreboard’s consolidated
financial statements, “Asbestos-Related Litigation.”
Other Litigation

Fibreboard has been named as a potentially responsible party in two California landfill clean ups, the
operating Industries Inc. site in Monterey Park, CA and the GBF landfill in Pittsburg, CA. Additional
information concerning Fibreboard’s involvement can be found in note 16 to Fibreboard’s consolidated
financial statements, “Other Litigation and Contingencies.”
Fibreboard is involved in a number of additional disputes arising from its operations. Fibreboard
believes resolution of these disputes will not have a material adverse impact on its financial conditions or
results of operations.
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EXHIBIT II

Fibreboard Corporation
(Excerpts from the financial statements’ footnotes)
Notes to Financial Statements
(Dollar amounts in thousands except per share)

Footnote 15. Asbestos-Related Litigation
Contingent Liability for Asbestos-Related Claims
Claims Activity:
Fibreboard’s ability to continue operations outside of bankruptcy protection is dependent upon its
ongoing capability to fund asbestos-related defense and indemnity costs. Prior to 1972, Fibreboard
manufactured insulation products containing asbestos. Fibreboard has since been named as a defendant
in many thousands of personal injury claims for injuries allegedly caused by asbestos exposure and in one
hundred fifty asbestos-in-buildings actions involving many thousands of buildings.
Fibreboard believes it has unique insurance coverage for personal injury claims, as claims with initial
exposure to asbestos prior to 1959 are covered by two no-aggregate-limit policies. The insurers denied
coverage, and Fibreboard sued and obtained favorable trial court judgments. Those judgments have been
appealed with a decision expected in late 1992 or early 1993.
Fibreboard has already resolved 50,200 personal injury claims for approximately $630,000, not
including legal defense costs. Settlements in 1991 include $246,763 to resolve 4,411 claims under
Fibreboard’s Insurance Assignment Program which assigned Fibreboard’s rights to insurance payments from
Continental Casualty.
Substantially all of the settlements have been achieved through (1) payments by Fibreboard’s insurers;
(2) assignments of Fibreboard’s rights to insurance payments from Continental; or (3) deferring payments
pending resolution of the personal injury insurance coverage litigation discussed below. The amount of
settlements under which Fibreboard’s rights to insurance have been assigned or payments have been
deferred aggregated $327,831 at December 31, 1991. An additional 18,000 claims have been disposed of
at no cost to Fibreboard other than legal defense costs. At December 31, 1991, Fibreboard estimates that
approximately 75,000 claims have been filed against it which remain unresolved. Fibreboard is unable to
determine the exact number of claims that may be filed in the future, although the number is expected to
be substantial.
Fibreboard has achieved excellent results in resolving asbestos-in-buildings actions. At December 31,
1991, of the 150 actions served against it, Fibreboard has been dismissed from 107 (29 of which joined the
National Schools class action), settled 2 for $10, tried one to a defense verdict and remains a defendant
in 40 actions.
The following tables illustrate asbestos-related claims activity for the last three years:
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Year Ended December 31,

1990

1991
Personal Injury ClaimsNew claims received (1)
Claims disposed
Settled
Dismissed
“Green Card” settlements (2)
Judgments (3)
Average Settlement amount per claim settled (4)
Claims pending at year end

1989

10,200

20,000

18,600

9,752
3,721
1,446
52
31
73-77,000

4,600
2,082
1,046
63
9
75-79,000

4,476
2,413
2,109
71
5
63-67,000

1

15

15

8
—
40

23
—
47

4
1
55

Asbestos-in-Buildings Claims-

New actions received
Actions disposed
Dismissed
Defense verdict
Actions pending at year end

1) Fibreboard is encouraged by the reduction in new claims filings, but believes it is too early to
predict a trend. Moreover, it is likely that new filings will continue into the next century.

2) Under Green Card Settlements, there is no determination of liability by Fibreboard to a claimant.
Instead, Fibreboard waives the statue of limitations should a claimant develop an asbestos-related
impairment in the future.
3) Judgments represent defense verdicts in favor of Fibreboard or plaintiff verdicts where the net amount
payable by Fibreboard is zero after applying prior settlement amounts. Only 3 judgments have resulted
in monetary payments by Fibreboard, aggregating $376. Additional judgments favoring plaintiffs have
been entered. Fibreboard is appealing these judgments. The amount of such judgments is included in
Fibreboard’s overall liability estimate discussed below.
4) The average settlement amount per claim increased dramatically in 1991 due to Fibreboard settling an

extraordinary number of high dollar judgments from consolidated proceedings in Texas and New York
under the Insurance Assignment Program. Excluding these settlements, the average amount per claim
settled during 1991 was $11.
Insurance Coverage for Personal Injury Claims:
Fibreboard believes it has substantial insurance coverage for asbestos-related defense and indemnity
costs. Fibreboard has settled its disputes with all personal injury insurers except Continental Casualty
Company (Continental) and Pacific Indemnity Company (Pacific). All insurance proceeds due from other
insurers under previous settlements have been received with the exception of $14,000 from Home
Insurance which requires Fibreboard to first satisfy an $11,000 deductible. This deductible has been
considered in estimating the liability for personal injury claims discussed below.
Fibreboard’s disputes with Continental and Pacific have been the subject of litigation which began in
1979. Trial court judgments rendered in 1990 give Fibreboard virtually unlimited insurance coverage for
asbestos-related personal injury claims where the initial exposure to asbestos occurred prior to March 1959.
Under the judgments, these insurers can be required to pay up to $500 for each occurrence (defined as
each individual claim) with no limitation on the aggregate number of occurrences.
The insurers are appealing to the California Court of Appeal, where a decision is expected in late 1992
or early 1993. Continental is disputing the definition of an occurrence under its policy as well as the trigger
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and scope of coverage as determined by the trial court. Pacific argues that its policy contained an aggregate
limit as well as disputing the trigger and scope of coverage issues. Fibreboard believes it is probable, based
on its understanding of the disputed issues, the financial strength of the insurers and the opinion of
outside legal counsel regarding the outcome of the litigation, that the favorable judgments will be upheld
on appeal and result in virtually unlimited insurance coverage for all pre-1959 personal injury claims.
However, should the Court of Appeal substantially modify or overturn some or all of the trial court
judgments, Fibreboard would probably be forced to seek bankruptcy protection as remaining insurance
resources and cash available from operations would not be sufficient to meet asbestos-related obligations.
In March, 1992, Fibreboard and Pacific entered into a settlement agreement (the Pacific Agreement).
Although the parties will continue the appeal of the insurance coverage litigation, the settlement
established interim amounts Fibreboard will receive during the course of the appeal and additional
amounts payable to Fibreboard if the trial court judgments are upheld. Fibreboard received $10,000 upon
signing the agreement and, subject to certain timing restrictions, will receive an additional $20,000 as
needed to fund defense and indemnity costs not paid by Continental under the interim agreement between
Fibreboard and Continental (the Continental Agreement) discussed in greater detail below. Payments under
the Pacific Agreement are available through the final resolution of the personal injury insurance coverage
appeal.
If the judgments are affirmed on appeal, Fibreboard will receive an additional $105,000 to be used for
claims costs for which it does not otherwise have insurance. If the trigger and scope of coverage judgments
are affirmed but the no-aggregate limit judgment is reversed, Fibreboard will instead receive $80,000. In
addition, if a final court order is obtained which bars certain future obligations of Pacific to Continental,
Pacific will pay either an additional $140,000 if the no-aggregate limit judgment is reversed on appeal or
an additional $225,000 if the no-aggregate limit judgment is affirmed on appeal. Fibreboard is unable to
predict whether such a final court order can be obtained. Thus, Fibreboard believes it is probable it will
receive at least $110,000 in new funds from the Pacific Agreement and could receive as much as $360,000
under certain circumstances. In either case, a significant portion of the payments would be available for
post-1959 defense and indemnity costs.
In the event the trigger and scope of coverage judgments are reversed on appeal, Pacific will owe
Fibreboard nothing and will have a right to repayment of interim funds previously advanced.
While there can be no assurance, Fibreboard is optimistic cash on hand plus amounts due under the
Continental Agreement, the Pacific Agreement and from other sources will be adequate to fund defense
and indemnity costs until the insurance coverage appeal is concluded.
Liability Quantification:

Fibreboard has attempted to quantify its liability for asbestos-related personal injury claims currently
pending as well as anticipated to be received through the end of the decade. There are many opportunities
for error in such an exercise. Fibreboard must make assumptions concerning the number of claims to be
received, the disease mix of pending and future claims and projections of defense and indemnity costs, all
of which may or may not prove correct. Fibreboard’s assumptions are based largely on its historical
experience, modified as appropriate for anticipated demographic changes or change in the litigation
environment.
Not withstanding the inherent risk of significant error in such a calculation, Fibreboard estimates that
the amount necessary to defend and dispose of asbestos-related personal injury claims currently pending
and anticipated through the end of the decade plus the costs of prosecuting its insurance coverage
litigation will aggregate $1,610,000. Because of the dynamic nature of this litigation, it is more difficult to
estimate how many personal injury claims will be received after 1999 as well as the costs of defending and
disposing of those future claims. Consequently, Fibreboard’s estimated liability contains no amounts for
personal injury claims received after the end of the decade, although it is likely additional claims will be
received thereafter.
Fibreboard believes it is probable that it will ultimately receive insurance proceeds of $1,584,000 for
the defense and disposition of the claims quantified above. Fibreboard’s opinion is based on its
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understanding of the disputed issues, the financial strength of the insurers and the opinion of outside legal
counsel regarding the outcome of the litigation.
As a result, Fibreboard has recorded a liability, net of anticipated insurance proceeds, of $26,000 at
December 31, 1991, representing its best estimate of the unreimbursed cost of resolving personal injury
claims currently pending and anticipated through the remainder of the decade as well as the costs of
prosecuting the insurance coverage litigation. Although there likely will be claims filed beyond the end of
the decade, these are not estimated at this time. This net liability as of June 30, 1992 was $21,910 with
$357,461 representing asbestos claim settlements for a total asbestos related liabilities of $379,371 as
reported on the 10-Q for June 30, 1992.

Asbestos-in-Buildings Liabilities:
Fibreboard does not believe it is presently possible to reasonably estimate potential liabilities for
asbestos-in-buildings claims, if any. Fibreboard believes that its asbestos-containing products, properly used,
cause no damage to buildings. Further, Fibreboard can frequently identify its asbestos-containing products
and aggressively pursues dismissals of claims where its products are not identified. To date, Fibreboard has
been very successful in obtaining dismissals, and has won the only Fibreboard related trial which went to
verdict.
Fibreboard has only paid “nuisance” amounts for setdement of two asbestos-in-buildings claims in
prior years. Further, although personal injury claims have similar characteristics, the same cannot be said
for asbestos-in-buildings claims. Each claim can involve from one to several thousand buildings, each of
which may vary as to age, ability to identify various producers products contained in the building as well
as the extent of a producers product present, buildings use, difficulty of abatement (if required) and so on.
Thus, while extrapolation of personal injury claims disposition experience may provide useful information
for estimating future liability, such an analysis applied to asbestos-in-buildings claims is not meaningful at
this time.
Trials in a number of the pending asbestos-in-buildings claims are scheduled over the next few years.
While to date Fibreboard has successfully defended these claims, if Fibreboard is ultimately found liable,
the resultant costs could significantly exceed insurance resources.
Insurance for Asbestos-in-Buildings Claims:

Fibreboard is also litigating with its insurance carriers and believes it has potentially available
approximately $475,000 in insurance coverage for asbestos-in-buildings claims under various policies in
effect from 1932 to 1985, which is in addition to the personal injury insurance coverage. The insurers
dispute coverage, although to date substantially all of Fibreboard’s costs of defending asbestos-in-buildings
claims have been paid by primary carriers under an interim claims handling agreement.
Fibreboard is seeking a declaration that the underlying asbestos-in-buildings claims may not be known
for some time as an appeal of the trial court decision is likely.
The trial commenced in May, 1991 and is continuing in phases. On June 19, 1991 the Superior Court
entered a judgment declaring that a $10 million excess liability insurance policy issued to Fibreboard’s
former parent, Louisiana-Pacific Corporation, for the period April 1, 1979 to April 1, 1980 is void because
of fraud, misrepresentation and concealment in the policy application due to the insurer not being
informed of the existing asbestos-related claims against Fibreboard at the time. This judgment is being
appealed. The effect of this judgment is not expected to be significant unless Fibreboard is first forced to
exhaust the primary and underlying excess insurance to defend and dispose of asbestos-in-buildings claims
The trial was expected to resume in November, 1991. However, the main phase has been postponed
while Fibreboard and several insurers discuss settlement. Fibreboard cannot predict whether such
discussions will result in settlements nor what the terms of any settlement might be.

Events Impacting Asbestos-Related Liabilities
A number of events could impact Fibreboard’s ability to continue to manage its asbestos-related
liabilities within available resources. Among these are the following:
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Pacific Indemnity Settlement:
Under the Pacific Agreement, in addition to the interim funds and permanent funds payable at the
conclusion of the coverage case should Fibreboard prevail, the agreement also provides that Fibreboard
could receive up to an additional $225,000 for claims for which it does not otherwise have insurance if
specified court orders can be obtained.
Insurance Assignment Program:
During 1991, Fibreboard introduced its Insurance Assignment Program as a settlement vehicle for large
groups of claims. This program was initially used to settle the Cimino consolidated group of claims for
$185,000, substantially less than the nearly $400,000 (not including pre-judgment interest) awarded in the
Cimino trial. Under this program, the plaintiffs accept an assignment of Fibreboard’s right to insurance
monies from Continental Casualty as complete settlement of their claims against Fibreboard. Consequently,
these settlements involve no cash payments by Fibreboard. This contrasts with settlements under
Fibreboard’s Structured Setdement Program, in existence since 1988, wherein partial payments are made
by Fibreboard with the remainder of the settlement deferred pending resolution of insurance coverage.
The setdement agreements entered into to date under the Insurance Assignment Program do not
require Fibreboard to pay cash unless insurance proceeds are ultimately not available. Additional provisions
of certain settlement agreements provide that Fibreboard and the plaintiffs return to the “status quo”
existing prior to setdement if certain specified court actions are not obtained. The plaintiffs have a right
to return to the status quo should Continental declare bankruptcy prior to the final resolution of the
personal injury insurance coverage litigation.
Through December 31, 1991, Fibreboard has used the Insurance Assignment Program to settie 4,411
claims for an aggregate of $246,763. Fibreboard intends to continue use of this setdement vehicle during
1992.
Insurance Assignment Program settlements are recorded as a liability when the settlement is executed.
A corresponding asset for anticipated insurance proceeds is also recorded. This accounting treatment differs
from the handling of unresolved claims, where no gross liability is recorded until such time as the claim
is settled.

Structured Setdement Program:
Since 1988, Fibreboard has used its Structured Setdement Program (SSP) to settle personal injury
claims. Under the SSP, Fibreboard and the plaintiff agree to a settlement amount. Fibreboard agrees to pay
40% of the settlement amount of pre-1959 claims in cash, and the remainder is deferred until September
1, 1993, but can be extended until September 1, 1996, at Fibreboard’s option. Settlements of post-1959
claims result in deferring 100% of the settlement amount.
Through December 31, 1991, Fibreboard has settled 14,731 claims for $128,132 under the SSP.
Fibreboard expects to continue use of the SSP to settie post-1959 claims and certain pre-1959 claims.

Footnote 16. Other Litigation and Contingencies
During 1989, Fibreboard settled the Cleveland Electric Illuminating Company lawsuit which alleged
defects in the design, manufacture and installation of reinforced plastic pipe in the Perry Nuclear Power
Plant. The product was manufactured by a plant that Fibreboard disposed of in 1978. The settlement
amount was $6,000, of which approximately $2,000 was paid by one of Fibreboard’s insurers. The
remainder of the settlement amount is payable in 1992. In early 1992, Fibreboard entered into a settlement
agreement with one of its insurers which provides adequate funds to pay the remaining amount when due.
Fibreboard has also been named as a potentially responsible party in two separate landfill clean-ups
in the state of California, the Operating Industries, Inc. landfill in Monterey Park and the GBF landfill in
Pittsburg. In both cases, Fibreboard’s former container products division was responsible for materials
deposited at the landfills. Fibreboard is working with the steering committees of each site to determine
Fibreboard’s allocable share of investigation and remediation costs. Fibreboard has established a reserve
against which the costs of study and cleanup, as well as ongoing legal and steering committee
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administrative costs, will be charged. The amount of the reserve has been charged against the results of
discontinued operations. As of December 31, 1991, the reserve had a remaining balance of $1,313.
Fibreboard believes the reserve will be adequate to cover its remaining costs associated with these landfill
sites.
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Environmental Issues:
Fibreboard Corporation

TEACHING NOTES
Thomas R. Weirich, Professor
Central Michigan University, Mt. Pleasant
Lynn E. Turner, Partner
Coopers & Lybrand, Denver, Colorado

CASE SUMMARY

As society becomes more aware of environmental issues, it is not surprising that there exists an increase
in domestic and international environmental legislation. Associated with increased legislation is the concern
of increased financial risk. The accounting and disclosures for environmental liabilities are expected to have
a major impact on businesses’ financial statements in the 1990s.
This case, Environmental Issues — Fibreboard Corporation, presents a number of critical issues
currently of concern for various corporations. These issues are under discussion by accounting firms and
their clients with the SEC and the FASB. The student is confronted with evolving practice and accounting
pronouncements in this case. The student is challenged to reason from analogous literature that is
indirectly related to the issues. Specifically, the instructor can emphasize any one, or all three major
concerns for environmental issues—Accounting (measurement and reporting) issues, disclosure issues, and
auditing issues.
INSTRUCTIONAL OBJECTIVES
The numerous issues and objectives presented in this case can be categorized for those teaching an
intermediate accounting course or an auditing course. The list of objectives are many, but flexibility is
provided in the case to highlight a few or all of the objectives in a one to two hour session for intermediate
accounting on the topic of contingent liabilities. It is suggested that students work in teams in researching
the questions raised in the case prior to classroom discussion.
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Intermediate Accounting Objectives:

1) Provides students an introduction to environmental issues that are having an increasing
impact on business operations.

2) Highlights environmental financial risks such as fines and penalties as noted in various
federal laws.
3) Highlights the fact that currently the area of environmental liabilities has few authoritative
accounting pronouncements to address the accounting and reporting of environmental
costs. Thus the student is forced to reason by analogy in many of the issues.

4) Emphasizes the difficulty often faced in practice of identifying, measuring and determining
the appropriate time of recording a contingent liability.
5) Discusses the disclosure requirements as noted by the SEC.
6) Discusses the issue of a contingent asset.
7) Presents the issue of netting environmental costs with insurance indemnification.
8) Raises the concern of whether discounting future environmental costs is appropriate.

In addition to the above accounting issues, this case incorporates specific objectives for an auditing course.
It would be suggested that all three concerns—accounting, disclosure, and auditing be discussed in a two
hour auditing session.

Auditing Objectives:
1) Presents the issue of communicating with management’s legal counsel concerning
litigation, claims, and assessments.

2) Raises the auditor’s concern with illegal acts.
3) Highlights the auditor’s responsibility in auditing accounting estimates.

4) Discusses the auditor involvement with “other” information.
5) Raises the issue of what is the appropriate audit report in a situation involving a significant
uncertainty.
APPLICABLE PRONOUNCEMENTS

FASB Concept Statement No. 6, Elements of Financial Statements
FASB Statement No. 5, Accounting for Contingencies
FASB Statement No. 76, Extinguishment of Debt

Accounting Principles Board Opinion No. 10, Omnibus Opinion —1966

Accounting Principles Board Opinion No. 21, Interest on Receivables and Payables
Statement on Auditing Standards No. 8, Other Information in Documents Containing Audited
Financial Statements
Statement on Auditing Standards No. 12, Inquiry of a Client’s Lawyer Concerning Litigation, Claims,
and Assessments

Statement on Auditing Standards No. 54, Illegal Acts by Clients

Statement on Auditing Standards No. 57, Auditing Accounting Estimates
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Statement On Auditing Standards No. 58, Reports on Audited Financial Statements
Statement on Auditing Standards No. 61, Communication with Audit Committees
Accounting Principles Board Opinion No. 22, Disclosure of Accounting Policies
Accounting Principles Board Opinion No. 30, Reporting the Results of Operations

FASB Interpretation No. 14, Reasonable Estimation of the Amount of a Loss.
FASB Interpretation No. 39, Offsetting of Amounts Related to Certain Contracts.

EITF Issue No. 90-8, (Emerging Issues Task Force), Capitalization of Costs to Treat Environmental
Contamination
EITF Issue No. 87-4, (Emerging Issues Task Force), Restructuring of Operations: Implications of
SEC Staff Accounting Bulletin No. 67

SAB No. 62, SEC Staff Accounting Bulletin No. 62
SAB No. 67, SEC Staff Accounting Bulletin No. 67
FRR No. 36, SEC- Financial Reporting Release No. 36
SEC Regulations S-K

CASE DISCUSSION
In determining the point in time of recording a liability, students need to focus on the definition of a
liability as stated in FASB Concept Statement No. 6, Elements of Financial Statements (CON 6). Paragraph
35 of CON 6 defines liabilities as:
probable future sacrifices of economic benefits arising from present obligations of a particular entity to transfer
assets or provide services to other entities in the future as a result of past transactions or events.

This definition states that a liability is incurred as a result of past transactions or events. Therefore, to
determine whether, and when, Fibreboard has incurred a liability involves the determination that
Fibreboard has by a certain date incurred an obligation to transfer assets or provide services in the future
and whether it is probable that Fibreboard will make future sacrifices of economic benefits.
Futhermore, footnote 22 of paragraph 35 states that
obligations refer to duties imposed legally or socially to that which one is bound to do by contract, promise,
moral responsibility, and so forth.

It would be appropriate in the discussion of a liability to discuss the social and legal sources of
environmental risks many entities face (See Figures I and II). In addition to these major federal laws and
regulations, discussion could highlight briefly your individual state laws or regulations.
Many companies that face contingent liabilities take the position that they cannot estimate the liability,
or state that payment of the liability is not probable. Therefore, they claim that to record any number
would be misleading to financial statement readers.
The decision to accrue a liability or disclose environmental contingencies depends on difficult
assessments. Current guidance under generally accepted accounting principles is provided by FASB
Statement of Financial Accounting Standards No. 5, Accounting for Contingencies. Written well before
environmental liabilities were accorded the importance they now have, Statement No. 5 provides no
specific guidance for the many thorny issues that must be resolved in its application to environmental
contingencies. Although FASB No. 5 exists, practice generally did not follow the authoritative pronounce
ment. Many environmental liabilities were recorded at the point of setdement.

Copyright 1992 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

AICPA Case Development Program

Case No. 92-13: Environmental Issues: Fibreboard Corporation ♦ 14

According to FASB No. 5, a loss contingency is “an existing condition, situation, or set of circumstances
involving uncertainty as to possible...loss...to an enterprise that will ultimately be resolved when one or
more future events occur or fail to occur.” Paragraph 8 of FASB No. 5 requires an estimated loss to be
accrued if “the amount of the loss can be reasonably estimated.” FASB Interpretation No. 14, Reasonable
Estimation of the Amount of a Loss, paragraph 1, states that
if a range of loss can be reasonably estimated but no single amount within the range appears at the time to be
a better estimate than any other amount within the range, then a liability should be recognized for the loss and
stated at the minimum amount in the range.

Therefore, under these broad guidelines, environmental liabilities should be accrued if it appears probable
that the environmental issue has resulted in a liability and the amount can be reasonably estimated. If the
amount can be measured only as a range, the best estimate should be recorded. If there is no best estimate,
the minimum amount in the range should be recorded. When the loss is not probable or cannot be
reasonably estimated, the environmental exposure should be disclosed in the footnotes to the financial
statements if there exists at least a reasonable possibility that a loss has been incurred.
FASB No. 5, paragraph 3, presents the probability classifications for loss contingencies as follows:
1.

Probable: The future event is likely to occur.

2.

Reasonably Possible: The chance of the future event occurring is more than remote but
less than likely.

3.

Remote: The chance of the future event occurring is slight.

In Fibreboard’s case, it is probable that it will incur future obligations. It states in footnote 15 of the
financial statements that the company already has resolved more than 50,000 personal injury claims for
approximately $630 million. With this long track record of prior asbestos settlements, one reasonably could
estimate the dollar magnitude of the contingent liability that currently should be recorded for the
approximately 75,000 unresolved claims (i.e., $630 MIL / 50,000 = $12,600 x 75,000 = $945 MIL).
A related factor to be evaluated in the determination of the proper time to record a liability would be
the Structured Settlement Program, established in 1988. This program established a legal contract with
certain claimants. Therefore, liabilities should have been booked beginning in 1988 since the amounts
related to those individual settlements were estimable (long track record) and probable (structured
settlement program).
In the quantification of this environmental liability, all pending and settled claims should be
considered. The liability should include probable claim settlements and all pending and incurred but not
reported (IBNR) contingencies. The class discussion here would focus on the issue that Fibreboard
considers only potential claims through 1999 and disregards those probable claims thereafter.
Another issue raised by entities exposed to environmental risk is the question of netting or offsetting
the contingent liability with insurance coverage. Therefore, if the net amount is considered not material
no recording would be required.
Fibreboard, in footnote 15, states “it has substantial insurance coverage for asbestos-related defense
and indemnity costs”. Would it be appropriate for Fibreboard to net their contingent liability, estimated
as $1.61 billion, with their estimate of insurance coverage of $1,584 billion resulting in a net contingent
liability of $26 million? In reading FASB Technical Bulletin 88-2, it would appear that this prouncement
prohibits offsetting the anticipated recovery against the probable liability in the balance sheet since there
typically is no legal right of setoff. Also, APB Opinion No. 10, Omnibus Opinion—1966, paragraph 7, states
that “it is a general principle of accounting that the offsetting of assets and liabilities in the balance sheet
is improper except where a right of setoff exists”.
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Another analogous argument against Fibreboard of netting the contingent liability with the insurance
coverage is found in FASB No. 76, Extinguishment of Debt. Since Fibreboard is attempting to eliminate
debt, FASB No. 76 provides the following guidance. For Fibreboard to consider debt to be extinguished,
the following condition must be met:
The debtor is legally released from being the primary obligor under the debt either judicially or by the creditor
and it is probable that the debtor will not be required to make payments with respect to that debt under any
guarantees.

The question now to be raised is whether the insurance coverage is “probable” as defined in FASB No. 5
of being paid since the matter is in court.
Since the issue of offsetting has been raised and appears often in practice with issues of environmental
liabilities and insurance recovery, the SEC and the FASB are currently reviewing the practice. The SEC staff
has noted that in recent litigation over insurance coverage there has been significant uncertainty associated
with the estimated recoveries from the insurance companies. Therefore, the SEC believes that the risks
associated with the environmental liability should be considered separately from the insurance recovery,
and evaluated independently and disclosed separately, either on the face of the balance sheet or in the
footnotes to the financial statements.
The FASB staff have stated that insurance coverage should not be recorded as a contingent asset unless
it is a valid receivable. At this point, discussion on the following is appropriate. If the liability is probable
and insurance coverage is probable, should netting be acceptable or the insurance recorded as an asset?
If the liability is probable and insurance coverage less than probable, should netting or a contingent asset
be allowed?
This issue of recording and reporting at the gross amounts rather than offsetting raises another issue
of recording a contingent asset for the potential insurance coverage. Such a contingent asset is appropriate
if, after determining the legal sufficiency of the company’s claim to indemnification and the solvency of the
insurer, the insurance recoveries are considered “probable”.
In discussions addressing the Superfund litigation (potentially responsible party in landfill clean-ups)
as reported in footnote 16, the following issues need to be raised. Under CERCLA, all generators of
environmental wastes are considered to be potentially responsible parties (PRPs). These parties face joint
and several liability for the site remediation or clean-up. Any PRP can be found liable for the entire clean-up
regardless of how minor its contribution. This joint and several liability complicates the required accounting
judgments that need to be assessed in measuring and recording a contingent liability.
In multiparty Superfund sites, major uncertainties must be considered in the measurement of the total
cost of remediation. Management and the independent auditor must assess the PRP’s share of the
responsibility for the total costs of the remediation by analyzing such factors as the relative weight, volume,
and toxicity of the substances that each PRP has contributed to the site. Also, under CERCLA which provides
for joint and several liability, management and the auditor must assess the increased likelihood that the
federal government will first pursue the most financially viable PRPs. Therefore, the solvency of other PRPs
must be considered.
The question could be raised as to the proper accounting if these landfills were owned by Fibreboard.
In such a case, management and the auditor would turn to EITF Issue No. 90-8, Capitalization of Costs
to Treat Environmental Contamination. The EITF reached a consensus that when a company incurs costs
“to remove, contain, neutralize, or prevent existing or future environmental contamination,” the cost
should be expensed immediately. Such costs can be capitalized only if recoverable because by incurring
such costs they have: (1) extended the life, capacity, safety or efficiency of the property, (2) mitigated or
prevented environmental contamination from future operations, or (3) prepared the property for sale.
A classification issue could be raised at this point. If Fibreboard recorded an environmental clean-up
cost, should the cost be classified as an ordinary or extraordinary expense? From APB Opinion No. 30,
Reporting the Results of Operations, one would present the case that since clean-up obligations result from
ordinary operations they should be ordinary expenses. A following question then would be whether they
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would be considered operating or nonoperating expenses. SEC Staff Accounting Bulletin No. 67 (Topic 5-P)
and EITF Issue No. 87-4 would require such costs to be classified as operating.
Also, in SAB No. 62, the SEC staff expressed its opinion that it is inappropriate to discount liabilities
that have been recorded unless the dates on which the costs will be paid are both fixed and determinable.
This is also consistent with APB No. 21. Therefore, future clean-up costs would not be discounted.
In assessing the need for disclosure concerning environmental costs, one should refer to the guidance
in APB No. 22, Disclosure ofAccounting Policies. This pronouncement requires disclosure of a description
of significant accounting policies when GAAP financial statements are issued. Such disclosures require the
identification and description of the principles and methods used by the entity in addressing environmental
costs.
Additionally, one needs to refer to paragraph 10 of FASB No. 5 which addresses unasserted claims. This
Statement requires that an assessment be made as to the probability of a claim being asserted with
reasonable possibility of an unfavorable outcome. If it is probable that such an unasserted claim may be
assessed, disclosure is required.
The SEC requires that such contingencies as discussed by Fibreboard should be disclosed in the 10-K
under Legal Proceedings and in the Management’s Discussion and Analysis (MD&A) sections. The specific
requirements of these sections are included in Items 103 and 303, respectively, of Regulations S-K. These
requirements are elaborated upon in the SEC’s Financial Reporting Release No. 36 which requires
disclosure considerations in the MD&A when there is a trend, demand, commitment, event, or uncertainty
known to an entity. When following the requirements of FRR No. 36, two assessments must be made:
1)

Is the known trend, demand, commitment, event or uncertainty likely to come to fruition?

2)

If management cannot make that determination, it must evaluate objectively the consequences of the known,
trend, demand, commitment, event or uncertainty, on the assumption that it will come to fruition.

Therefore, disclosure is required unless management can determine that the event is not reasonably likely
to occur, or that it would be immaterial.
Audit Considerations

In the audit planning meeting, specific audit considerations that should be discussed include the
following items.
Inquiry of Legal Counsel. SAS No. 12 (AU 337) provides the guidance as to the procedures the
independent auditor need consider when evaluating litigation, claims, and assessments. Paragraph 4
(AU337.04) states that the independent auditor for Fibreboard needs to plan the audit in order to obtain
evidential matter that is relevant to the following issues:

a.

The existence of a condition that indicates an uncertainty as to a possible loss to an entity
arising from litigation, claims, and assessments.

b.

The period in which the legal action occurred.

c.

The degree of probability of an unfavorable outcome.

d.

The amount or range of potential loss.

If the attorney could not conclude, or refuses to conclude, that the probability of the injury claim was
remote, or the insurance recovery is probable, the auditor needs to evaluate the impact on the financial
statements and disclosures, and possibly the auditor’s report. In such a situation, the auditor would
evaluate the need for an explanatory paragraph in the audit report.
This evidential matter should be gathered from the following audit procedures (AU 337.05):
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a.

Inquires of and discussion with management as to the policies and procedures adopted for identifying,
evaluating, and accounting for litigation, claims, and assessments.

b.

Obtain a description and evaluation from management of those litigation, claims, and assessments that
existed at the balance sheet date.

c.

Examine documents in the client’s possession concerning litigation, claims, and assessments.

d.

Obtain an assurance from management, ordinarily in writing, that they have disclosed all unasserted claims
that their legal counsel has advised them are probable and must be disclosed.

e.

Obtain a letter of audit inquiry from the client’s lawyer in order to corroborate the information obtained
from management (AU 337 08).

In Fibreboard’s case, the auditor would likely review the insurance policies, the financial statements
of the insurance companies, historical experience with the claims and payments, trends with respect to the
claims, internal controls over Fibreboard’s process for gathering this data, and any relevant court decisions.
It is important to note that in assessing the insurance coverage, the auditor would have to assess the
financial strength of the respective insurance company in order to evaluate the probability of collection.
Auditing Accounting Estimates. In the audit of Fibreboard, specific attention needs to focus on the risk
of material misstatement of accounting estimates concerning the asbestos claims. SAS No. 57 (AU 342)
provides the guidance for auditors on obtaining and evaluating sufficient competent evidential matter to
support significant accounting estimates. The auditor has the responsibility for the evaluation of the
reasonableness of the accounting estimates made by management. Since management uses both objective
and subjective information in the preparation of accounting estimates, the auditor when planning the
engagement for the evaluation of accounting estimates should do so with the attitude of professional
skepticism. Specifically, the auditor’s objective as stated in AU 342.07 when evaluating accounting estimates
is to obtain evidence to determine that:
a.

All accounting estimates that could be material to the financial statements have been developed.

b.

Those accounting estimates are reasonable in the circumstances.

c.

The accounting estimates are in accordance with GAAP and properly disclosed.

The auditor would also review Fibreboard’s historical claim experience and compare it to what Fibreboard
has booked in evaluating management’s estimates.
Illegal Acts by Clients. SAS No. 54 (AU 317) identifies the considerations an independent auditor
should give to the possibility of illegal acts by the client. In planning the audit, the auditor should consider
laws and regulations that are generally recognized by auditors to have a direct and material effect on the
financial statements.
There also exists many other laws and regulations that have an indirect effect on the financial
statements. In Fibreboard’s case, the auditor needs to be knowledgeable of the major federal statutes
identified in Figure I. If the auditor becomes aware of the possibility that an illegal act has occurred, audit
procedures should be applied to determine whether an illegal act has occurred and its impact on the
financial statements. The auditor also has the responsibility to communicate with the audit committee any
possible illegal act that the auditor becomes aware of pursuant to SAS No. 61.
Other Information in Documents Containing Audited Financial Statements. SAS No. 8 (AU 550)
provides guidance when an entity publishes a document that contains “other” information in addition to
audited financial statements and the related independent auditor’s report. In this case, Fibreboard
combines the audited financial statements in the company’s 10-K filed with the SEC. According to AU
550.04, the auditor is not responsible with respect to information outside the basic financial statements,
and therefore does not have an obligation to perform any procedures to corroborate this “other”
information. The auditor should read this other information to determine if any material inconsistencies
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exist with the audited financial statements. In Fibreboard’s case, the auditor needs to determine consistency
with the 10-K ’s MD&A and legal proceedings sections for consistency with the financial statements’
footnotes as to the asbestos claims and Superfund contingencies.

CONCLUSIONS
The purpose of this case is to explore all the accounting, disclosure and auditing issues with
Fibreboard’s environmental concerns. The professor or the student should not necessarily focus on a
specific answer or a specific dollar amount to record. The emphasis should be to explore all the issues.
However, some general guidance for a conclusion are stated in the following paragraphs.
The authors believe that Fibreboard should record a contingent liability for the asbestos related claims
since such claims are considered probable as defined in FASB No. 5. At a minimum, the liability should be
booked at the conception of the Structured Settlement Program in 1988 whereby Fibreboard has
acknowledged the legal liability. It appears appropriate also to book some dollar amount for the future
claims after 1999, provided they can be reasonably estimated based upon claim trends and historical
experience.
Since there is no legal right of setoff with respect to the Structured Settlements and the insurance
coverage is in the appeal process in court, the probability of collection is in question and therefore
offsetting would be inappropriate. If, however, the insurance coverage can be considered a valid receivable,
the recording of a contingent asset would be acceptable. With respect to the non-structured settlement
claims, recording of a contingent gain arising from insurance coverage would typically be inappropriate
prior to its realization. However, the SEC staff has in this limited circumstance permitted registrants to
record the insurance recoveries as an asset provided it is probable the amounts will be received and any
amounts offset against the liability are disclosed in the footnotes. This SEC staff interpretation should not
be analogized to accounting for other gain contingencies.
Adequate disclosure of the Fibreboard’s accounting policies for recording asbestos related claims would
be required in the footnotes to the financial statements as well as disclosure of the details of the
contingencies, claims, and assessments. Additional disclosure would be required in Management’s
Discussion and Analysis and the Legal Proceedings sections of the 10-K as filed with the SEC.
Fibreboard has appropriately set up a reserve for the landfill clean-up costs. However, if the landfills
were owned by Fibreboard, such costs should be expensed immediately as an ordinary operating expense.
Normally discounting future clean-up costs would not be permitted.

ADDITIONAL AUDITING RELATED QUESTIONS
Management has indicated that they will prevail in court on their claims against the insurance
companies, but the initial favorable verdicts have been appealed by the insurance companies. Management
has discussed this with their legal counsel who have not yet reached a final conclusion on the possible
outcome of the appeal, but have indicated they will do so prior to the completion of the audit.

1.

How would legal counsel’s opinion affect the financial statements and footnote disclosures if legal
counsel concludes it is reasonably possible, but not yet probable the insurance companies will have
to pay on the claims? What if legal counsel concludes a verdict favorable to Fibreboard is probable?

2.

Does Fibreboard’s management and/or the auditors need to evaluate the financial strength of the
insurance companies?

3.

Given the historical information available on asbestos claims, how might the auditor test the
accuracy of management’s estimates?

4.

What might cause the auditor to issue an explanatory paragraph in Fibreboard’s audit report?
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FIGURE I

Major Federal Environmental Statutes

*

Clean Air Act of 1970 — Sets nationally uniform health-based standards for emissions into the air.

*

Clean Water Act of 1972 — Prohibits the discharge of pollutants into navigable waters without a
permit and establishes strict standards for wastewater discharges.

*

Resource Conservation & Recovery Act of 1976 — Provides for universal regulation of hazardous
waste and an extensive permit system for treatment, storage and disposal facilities.

*

Toxic Substances Control Act of 1978 — Requires premanufacturing review of all new chemical
substances, and regulates PCBs and asbestos.

*

Comprehensive Environmental Response, Compensation and Liability Act (CERCLA) of 1980 —
Often referred to as the Superfund Act, it provides a mechanism to remedy environmental
problems created by past actions. The federal government now has the authority to clean up
hazardous wastes and recover the resulting costs from “potentially responsible parties (PRPs)”.
CERCLA defines PRPs to include current owners and operators (regardless of whether they
contributed to the contamination), owners or operators of the site at the time the environmental
problem was created (responsibility is not extinguished by the sale of the property), waste
generators, and waste transporters.

*

The Superfund Amendment and Reauthorization Act of 1986—Provides various amendments to
the 1980 Superfund Act.

*

The Clean Air Act of 1990 — Creates emission allowances that can be awarded at no charge to
affected entities, or sold by the EPA, or even auctioned by the EPA.
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FIGURE II
Financial Risks

*

Exposure to toxic tort liability.

*

The possibility that a company will be required to commit substantial funds to comply with
environmental laws and regulations.

*

Fines and penalties for noncompliance with environmental laws and regulations.

*

Potential remediation (clean-up) obligations.

*

Loss of market share to more environmentally friendly competitors.

*

The risk of bankruptcy.
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THE CASE OF COMBINING INCENTIVES
Jack E. Wilkerson, Jr., Associate Professor
Wake Forest University, Winston-Salem, North Carolina

G. Michael Crooch, Partner
Arthur Andersen & Co., Chicago, Illinois

Acquisitive, Inc., a pharmaceuticals manufacturer, is based in the United States and is an SEC registrant.
Acquisitive’s capital structure includes an authorized 500 million shares of $2.50 par value common stock,
of which 300 million shares are issued and outstanding.
Patents associated with certain of Acquisitive’s more profitable products are set to expire in the near
future, and the company’s recent research and development efforts in these areas have not been
particularly successful. As a result, management has been in search of a compatible merger candidate to
bolster its future cash flows and profits.
Approximately one year ago Acquisitive identified Target Pharmaceuticals Corporation as a likely merger
candidate. Target is closely held and is headquartered in the U.S. Its capital structure includes an
authorized 1.5 million shares of $10 par value common stock, of which 1 million shares are issued and
outstanding. Martin Johnson, Target’s founder and chair of its board of directors, controls 800,000 of these
shares through MJ, Inc., a personal holding company, and the remaining shares are held by various
Johnson family members.
Shortly after identifying Target as a merger candidate, when Acquisitive’s stock was trading at
approximately $75 per share, Acquisitive’s management approached Target’s board of directors with a
tentative offer to exchange 40 new shares of Acquisitive stock for each share of Target stock. Johnson’s
response was extremely negative. Boasting that he would liquidate Target before he’d see it merge with
Acquisitive, he had the board of directors declare a special $100 per share cash dividend on its common
stock.
Recently, Acquisitive’s management learned that Johnson had softened his stance on the proposed
merger, and merger discussions resumed. Johnson expressed his willingness to enter into a merger at an
exchange rate of 60 shares of Acquisitive stock for each Target share.
Acquisitive had appraisal and audit work performed which indicates that unrecorded patents owned
by Target have an estimated value of $4 billion. These patents have an average expected economic life of
eight years. Upon receiving these estimates, Acquisitive’s management agreed to issue 60 shares for each
Target share, but only if the business combination could be accounted for as a pooling of interests.
Acquisitive’s stock is currently trading at approximately $80 per share.
Acquisitive has asked its independent auditor to evaluate the potential combination and express an
opinion as to whether the transaction meets the pooling criteria of APB Opinion No. 16.
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Recent condensed balance sheets of the two companies are as follows (all dollar amounts in millions):

Acquisitive

Target

Cash
Noncash assets
Total

$ 117
22,083
$22,200

$ 150
4,875

Liabilities
Common stock, $2.50 par value
Common stock, $10 par value
Paid-in capital in excess of par value
Retained earnings
Total

$11,800
750

$4,825

650
9,000
$22,200

10
117
73
$5,025

ASSIGNMENT QUESTIONS
1.

Using the condensed balance sheets of the two companies and the other facts and circumstances of
the case, prepare pro forma balance sheets for the merged firm, first, under the assumption that the
combination is accounted for as a purchase, and second, under the assumption that the combination
is accounted for as a pooling of interests. Document any assumptions which you believe are necessary
to complete the balance sheets.

2.

Why, in your opinion, is Acquisitive insistent that the business combination be accounted for as a
pooling of interests? Using the facts and circumstances of the case, attempt to provide hard evidence
to support your opinion.

3.

In your opinion and based on your answers to Questions 1 and 2, is Acquisitive’s management’s
insistence on accounting for the combination as a pooling of interests rational or irrational? In what
circumstances might it be rational? In what circumstances might it be irrational?

4.

Based on the facts and circumstances of the case, in your opinion, can the merger of Acquisitive and
Target be accounted for as a pooling of interests? Why or why not? Attempt to respond to this
question on two levels: First, irrespective of the specific pooling criteria of APB Opinion No. 16, does
the combination appear to be in substance a pooling of interests? Second, have specific pooling
criteria of APB Opinion No. 16 been violated?

5.

If you concluded in answer to Question 4 that the combination could not be accounted for as a
pooling of interests, could anything be done by either of the companies to remedy the violation(s) and
allow the combination to be accounted for as a pooling of interests?

SUGGESTED BACKGROUND READINGS

APB Opinion No. 16—Business Combinations, contained in Accounting Standards, Original Pronounce
ments Issued Through June 1973 (Financial Accounting Standards Board, 1991).
Business Combinations: Accounting Interpretations of APB No. 16, contained in Accounting Standards,
Original Pronouncements Issued Through June 1973 (Financial Accounting Standards Board, 1991).

FASB Technical Bulletin No. 85-5: Issues Relating to Accountingfor Business Combinations, contained in
Accounting Standards, Original Pronouncements, July 1973 June 1, 1991 (Financial Accounting Standards
Board, 1991).
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The Case of Combining Incentives
TEACHING NOTES
Jack E. Wilkerson, Jr., Associate Professor
Wake Forest University, Winston-Salem, North Carolina

G. Michael Crooch, Partner
Arthur Andersen & Co., Chicago, Illinois

COURSES FOR WHICH THE CASE IS APPROPRIATE

This case is appropriate for advanced financial accounting courses in which the concepts and principles
of accounting for business combinations are covered.
TIME FRAME

Approximately 90 to 120 minutes of class time should be devoted to discussion of the case, preferably over
two consecutive class meetings (see Suggested Teaching Approaches below).
CASE OBJECTIVES
Students examine and analyze facts and circumstances relating to a regularly recurring practice issue,
the accounting treatment to be applied to a business combination.

Students gain familiarity with:
o

the basic principles of accounting for purchases and poolings of interests (Assignment Question
1).

o

the relative implications of the two approaches for the combined company’s financial statements
(especially the balance sheet) and why management of the combined company might prefer one
alternative to the other (Assignment Questions 2 and 3).

o

the 12 pooling criteria of APB Opinion No. 16 as they relate to the economic substance of a
pooling of interests and to the particular facts and circumstances of the case (Assignment Question
4).

Students are required to consider the extent to which violations of the pooling criteria may or may not
be reversible or “curable” (Assignment Question 5).
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EXECUTIVE SUMMARY
Acquisitive, Inc., a large pharmaceuticals manufacturer, has identified Target Pharmaceuticals
Corporation as a candidate for a stock-for-stock business combination. Target’s management is dominated
by an individual who, through a personal holding company, controls 80 percent of its outstanding stock.
This individual, initially hostile to Acquisitive’s overtures, attempts to thwart Acquisitive’s efforts by having
the board of directors declare and pay a special dividend. Several months after the initial discussions,
merger talks resume, and a tentative agreement to exchange stock is reached. Acquisitive’s management
insists that the merger be accounted for as a pooling of interests.
Assignment questions deal with the issues of (1) preparation of pro forma balance sheets under both
purchase and pooling accounting methods, (2) management incentives as they relate to the two accounting
methods, (3) the economic substance of a business combination, (4) violations of specific pooling criteria,
and (5) potential remedies for violations of pooling criteria.

SUGGESTED SOLUTION

Assignment Question 1. Using the condensed balance sheets of the two companies and the other facts
and circumstances of the case, prepare pro forma balance sheets for the merged firm, first, under the
assumption that the combination is accounted for as a purchase, and second, under the assumption that
the combination is accounted for as a pooling of interests. Document any assumptions which you believe
are necessary to complete the balance sheets.

Pro forma balance sheets and supporting computations for purchase and pooling of interests
treatment are provided in Handout/Transparency Masters 1 and 2 below. Comparative proforma balance
sheets are provided in Handout/Transparency Master 3.
With the exception of the unrecorded patents, the case is silent as to any differences which might exist
between the recorded values of Target’s identifiable assets and liabilities and theirfair values. Therefore,
in preparing a pro forma purchase-based balance sheet, students must make some assumption regarding
these values. The solution provided in Handout/Transparency Master 1 is prepared under the assumption
that the recorded values of these identifiable assets and liabilities approximately equal theirfair values.
If (1) Target’s total fair value is based on the trading price of Acquisitive’s stock (see paragraphs 72
through 76 of APB Opinion No. 16) and (2) fair values of Target’s identifiable assets and liabilities
(exceptfor the unrecorded patents) approximately equal recorded values, then goodwill is implicit in the
transaction as indicated in Handout/Transparency Master 1.
Assignment Question 2. Why, in your opinion, is Acquisitive insistent that the business combination be
accounted for as a pooling of interests? Using the facts and circumstances of the case, attempt to provide
hard evidence to support your opinion.

Acquisitive’s insistence on accounting for the business combination as a pooling of interests
apparently has to do with the unrecorded patents, valued at approximately $4 billion, and the $600
million goodwill implicit in the merger (see Handout/Transparency Master 1). If the business combination
is accountedfor as a purchase, these values would be capitalized and, based on an estimated economic
life of eight years for the patents and an assumed amortization period of five years for the goodwill,
would result in annual amortization of $620 million or $1.72 per share (based on 360 million
outstanding shares). The “bottom-line” impact would be reduced by the tax effects of the patent
amortization. However, because goodwill amortization is not currently deductible for tax purposes, the
goodwill amortization would flow directly to the bottom line. (Note that a goodwill amortization period
is not specified in the case because students are to infer the existence ofgoodwill without the “hint” that
might be provided by a statement regarding goodwill amortization.)
If, on the other hand, the business combination is accounted for as a pooling of interests, the patents
and goodwill would not be recorded and would result in no dilution of the combined firm’s earnings
in future periods.

Copyright 1992 by the American Institute of Certified Public Accountants (AICPA) and donated to the public domain for educational use.
Cases developed and distributed under the AICPA Case Development Program are intended for use in higher education for instructional
purposes only, and are not for application in practice. The AICPA neither approves nor endorses this case or any solution provided herewith
or subsequently developed.

AICPA Case Development Program

Case No. 92-14: The Case of Combining Incentives ♦ 5

Assignment Question 3 In your opinion and based on your answers to Questions 1 and 2, is Acquisitive’s
management’s insistence on accounting for the combination as a pooling of interests rational or irrational?
In what circumstances might it be rational? In what circumstances might it be irrational?

This assignment question is more of a “thought” question, and, as such, it has no clear solution. The
real issue underlying the assignment question is, what motivates Acquisitive’s management to avoid the
amortization that would result from capitalizing the unrecorded patents and goodwill? Does it relate
to management’s belief that the stock market would react negatively to the amortization drag on
earnings? If so, is this a rational belief in light of the lack of any differential cash flow effects of the two
methods? If this is the basis for management’s insistence and if the market tends to “see through”
accounting treatment differences, then is management’s position rational?
Certainly, the tax status of a business combination (i.e., taxable versus tax-deferred or tax-free) has
cash flow implications and is usually a critical factor in negotiating and structuring a business
combination. However, the tax status is based on criteria contained in the tax law rather criteria
contained in APB Opinion No. 16. Accordingly, a combination’s tax status is unaffected by the accounting
method used for a particular business combination. Therefore, the classification of a combination as a
pooling of interests vis-a-vis a purchase should have no effect on a combined company’s income tax cash
flows.
An alternative reason for Acquisitive management’s insistence on use of the pooling of interests
method might relate to the existence of management incentive contracts which tie management
compensation in some way to reported company earnings. If such contracts exist, how would they be
affected by the business combination, especially with respect to the issue of the differential effects of
purchase and pooling treatment? For example, would management bonuses be affected by patent/goodwill amortization resulting from use of the purchase method to account for the combination?
Or, are the contracts structured so that such “accounting” differences do not affect compensation?

Assignment Question 4. Based on the facts and circumstances of this case, in your opinion, can the
merger of Acquisitive and Target be accounted for as a pooling of interests? Why or why not? Attempt to
respond to this question on two levels: First, irrespective of the specific pooling criteria of APB Opinion
No. 16, does the combination appear to be in substance a pooling of interests? Second, have specific
pooling criteria of APB Opinion No. 16 been violated?

In its discussion of the validity of the pooling of interests concept, APB Opinion No. 16 notes that
a business combination effected by issuing common stock is different from a purchase
in that no corporate assets are disbursed to stockholders and the net assets of the issuing
corporation are enlarged by the net assets of the corporation whose stockholders accept
common stock of the combined corporation. There is no newly invested capital nor have
owners withdrawn assets from the group since the stock of a corporation is not one
of its assets. Accordingly, the net assets of the constituents remain intact but combined;
the stockholder groups remain intact but combined. Aggregate income is not changed
since the total resources are not changed. Consequently, the historical costs and earnings
of the separate corporations are appropriately combined. In a business combination
effected by exchanging stock, groups of stockholders combine their resources, talents, and
risks to form a new entity to carry on in combination the previous businesses and to
continue their earnings streams. The sharing of risks by the constituent stockholder
groups is an important element in a business combination effected by exchanging stock.
By pooling equity interests, each group continues to maintain risk elements of its former
investment and they mutually exchange risks and benefits. (Paragraph 28; emphasis
added)
The facts and circumstances of the case indicate that the major exception to the above discussion
relates to the special dividend paid by Target to its shareholders—the owners of Target have withdrawn
assets from the corporation. If the stock-for-stock business combination proceeds, the dividend could be
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viewed as an attempt to get cash to the owners of Target in the combination. From a slightly different
perspective, the stock exchange, in combination with the dividend, could be viewed as a sale of shares
by the Target shareholders for cash and stock: Each share of Target stock was exchanged for $100 cash
and 60 shares of Acquisitive stock. From either perspective, the dividend appears to violate the strict
economic substance of a pooling of interests as a uniting of the ownership interests of the two companies.
With respect to the specific pooling criteria contained in paragraphs 45 through 48 of APB Opinion
No. 16, two of the 12 criteria appear to be in question. The first is an “attributes of the combining
companies” criterion:
Each of the combining companies is autonomous and has not been a subsidiary or
division of another corporation within two years before the plan of combination is
initiated. (Paragraph 46.a)
Martin Johnson controls Target through MJ, Inc., a personal bolding company. Does the fact that Target
is a subsidiary of MJ, Inc. violate this criterion?
This issue was dealt with by the AICPA staff in Accounting Interpretation No. 28 of APB Opinion No.
16. According to this interpretation, if the personal holding company is a convenience established for
federal income tax purposes and the subsidiary is operated by the owners as if the personal holding
company did not exist, then the personal bolding company may be disregarded and the subsidiary
considered autonomous for purposes of applying paragraph 46. a of APB Opinion No. 16. The facts and
circumstances of the case, while not conclusive, indicate that Johnson operates Target as if MJ, Inc. did
not exist, in which case, the Paragraph 46.a criterion is not violated.
The more critical potential violation has to do with the special $100 dividend which Target declared
and paid after Acquisitive’s initial offer. One of the criteria relating to the manner of combining interests
is as follows:
None of the combining companies changes the equity interest of the voting common stock
in contemplation of effecting the combination either within two years before the plan of
combination is initiated or between the dates the combination is initiated and
consummated; changes in contemplation of effecting the combination may include
distributions to stockholders and additional issuances, exchanges, and retirements of
securities. (Paragraph 47.c, emphasis added)

APB Opinion 16 elaborates on this criterion with the following discussion:
Distributions to stockholders which are no greater than normal dividends are not
changes for this condition. Normality of dividends is determined in relation to earnings
during the period and to the previous dividendpolicy and record. Dividend distributions
on stock of a combining company that are equivalent to normal dividends on the stock
to be issued in exchange in the combination are considered normal for this condition.
(Paragraph 47)

Did Target pay the special dividend within the two-year period specified in the criterion? The facts
and circumstances of the case indicate that the special dividend was declared and paid approximately
one year ago. This means that the special dividend’s impact on this criterion must be examined unless
the plan of combination is not initiated for at least another year (see APB Opinion No. 16, paragraph
46, for a definition of “initiation date”).
Was the dividend paid “in contemplation of effecting the combination”? The usual interpretation
is that a larger than normal dividend paid within the specified two-year period is assumed to have been
paid in contemplation of effecting the business combination. This interpretation is corroborated by the
facts and circumstances which suggest that the dividend would not have been paid had Acquisitive not
approached Target with the merger proposal.
Was the dividend larger than a “normal dividend”? The facts and circumstances are intentionally
vague on this issue and do not indicate whether, if ever, Target has paid dividends in the past. However,
a $100 million “special” dividend paid by a company which, after the dividend, has a retained earnings
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balance of $73 million would likely be viewed by most as “large. ” Target has the burden of proof to
show by comparisons to its current earnings and its past dividend policy and record that such a
dividend is not “large” for purposes of the Paragraph 47.c criterion.
In summary, it is the opinion of the authors that this dividend violates the Paragraph 47. c criterion.

Assignment Question 5. If you concluded in answer to Question 4 that the combination could not be
accounted for as a pooling of interests, could anything be done by either of the companies to remedy the
violation(s) and allow the combination to be accounted for as a pooling of interests?

Authoritative literature does not deal with this issue. In the opinion of the authors, the violation
could be “cured” by having Target’s shareholders repay the dividend (perhaps with interest), so that
equity interests are as if they had not changed.
SUGGESTED TEACHING APPROACHES

The case could be examined in its entirety in a single session. However, we suggest that it be dealt with
over two periods in the following manner.
Assignment Questions 1, 2, and 3 are designed to illustrate the very basic concepts and principles of
purchase and pooling accounting and to examine management incentives as they relate to the two
methods. We suggest you use this portion of the case to introduce basic purchase/pooling concepts and
differences. Distribute the case to your students prior to the session in which you plan to introduce
accounting for business combinations. Have them read the case and address Assignment Questions 1,2,
and 3 as homework. Then use Handout/Transparency Masters 1, 2, and 3 to introduce purchase and
pooling concepts and to illustrate how the methods affect (1) the values assigned to the merged firm’s
assets and liabilities (i.e., patents and goodwill in this case) and (2) the shareholders’ equity accounts of
the merged firm. After this discussion of the “nuts and bolts” of the methods, discuss Assignment
Questions 2 and 3. Total time devoted to Assignment Questions 1, 2, and 3 should be approximately 60
minutes.
As part of their homework assignment for the next class meeting have the students, either individually
or in groups of two to four individuals, examine Assignment Questions 4 and 5. Devote approximately 30
to 60 minutes of the next class meeting to discussion of these questions.
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HANDOUT/TRANSPARENCY MASTER NO. 1
Acquisitive, Inc.
Pro Forma Post-Combination Balance Sheet
Purchase Accounting

Acquisitive,
Pre-Merger

Cash
Noncash assets

Total

Liabilities
Common stock, $2.50 par value
Paid-in capital in excess of par value
Retained earnings
Total

$ 117
22,083

Merger
Adjustments

$ 1501
4,8752
4,0003
6004

$22,200

$11,800
750
650
9,000
$22,200

Acquisitive,
Post-Merger

$ 267
31,558

$31,825

4,8255
1506
4,6507

$16,625
900
5,300
9,000
$31,825

1The recorded value of Target’s cash.
2The recorded value of Target’s noncash assets.
3The estimated value of Target’s unrecorded patents.

4The estimated value of goodwill implicit in the merger. Target’s total fair value, based on the trading price
of Acquisitive’s shares, is $4.8 billion (60 shares of Acquisitive stock, at a price per share of $80, times 1
million Target shares). Assuming that, with the exception of the unrecorded patents, Target’s identifiable
assets and liabilities are recorded at their approximate fair values, goodwill implicit in the combination is
equal to the total fair value of Target ($4.8 billion) less (1) the recorded value of Target’s net identifiable
assets ($200 million) and (2) the estimated value of Target’s unrecorded patents ($4 billion).

5The recorded value of Target’s liabilities.
6The par value of Acquisitive shares issued to effect the combination (60 shares of $2.50 par value stock
times 1 million shares of Target stock).

7The difference between Target’s total fair value ($4.8 billion) and the par value of Acquisitive’s stock to
be issued in the merger ($150 million).
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HANDOUT/TRANSPARENCY MASTER NO. 2
Acquisitive, Inc.
Pro Forma Post-Combination Balance Sheet
Pooling of Interests Accounting
Acquisitive
Pre-Merger

Merger
Adjustments

Acquisitive
Post-Merger

Cash
Noncash assets
Total

$ 117
22,083
$22,200

$ 150 1
4,875 2

$ 267
26,958
$27,225

Liabilities
Common stock, $2.50 par value
Paid-in capital in excess of par value
Retained earnings
Total

$11,800
750
650
9,000
$22,200

4,825
150
(23)
73

$16,625
900
627
9,073
$27,225

3
4
5
6

1The recorded value of Target’s cash.
2The recorded value of Target’s noncash assets.

3The recorded value of Target’s liabilities.

4The par value of Acquisitive shares issued to effect the combination (60 shares of $2.50 par value stock
times 1 million shares of Target stock).
5Total par value of shares issued by Acquisitive ($150 million) exceeds Target’s total paid-in capital ($127
million). According to paragraph 53 of APB Opinion No. 16, this $23 million excess is first used to reduce
Acquisitive’s existing paid-in capital in excess of par value and, if necessary, is then used to reduce retained
earnings of the combined firm. Because Acquisitive’s paid-in capital in excess of par value is sufficient to
absorb this excess, no adjustment to retained earnings is required.
6The recorded amount of Target’s retained earnings.
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HANDOUT/TRANSPARENCY MASTER NO. 3
Acquisitive, Inc.
Comparative Balance Sheets —Pre-Merger,
Pro Forma Purchase, Pro Forma Pooling of Interests

Pro Forma
Pooling of
Interests

Pre-Merger

Pro Forma
Purchase

Cash
Noncash assets
Total

$ 117
22,083
$22,200

31,558
031,825

$ 267
26,958
$27,225

Liabilities
Common stock, $2.50 par value
Paid-in capital in excess of par value
Retained earnings
Total

$11,800
750
650
9,000
$22,200

$16,625
900
5,300
9,000
$31,825

$16,625
900
627
2,073
$27,225

$ 267
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SUGGESTED CASE EXTENSIONS

Related issues that may be addressed include:
treatment of expenses related to a business combination (see paragraph 58 of APB Opinion
No. 16 for treatment in a pooling of interests and paragraph 76 for treatment in a
purchase).

disclosures to be made by the combined entity in the period of a business combination
(see paragraphs 63 through 65 of APB Opinion No. 16 for required disclosures in a
pooling of interests and paragraphs 95 and 96 for required disclosures in a purchase).
reporting combined operations in the period of a business combination (see paragraphs
56 and 57 of APB Opinion No. 16 for reporting requirements in a pooling of interests and
paragraphs 93 and 94 for reporting requirements in a purchase).
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